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Some Recent Developments in the 


Concept of Taxable Income 
LESLIE M. RAPP * 


; income has been the subject of federal taxation since 
as long ago as the first year of the Civil War, and continuously 
since 1913, Congress in its wisdom has never attempted specifically 
to define the term. Rather, it has been content merely to provide in 
the taxing statutes that ‘‘gross income”’ includes ‘‘gains, profits, 
and income’’ from various designated sources (being most of the 
commonly accepted income-items) ‘‘or from any source what- 
ever,’’? leaving to administration and judicial determination the 
inclusion or exclusion of unspecified items. Although in the Internal 
Revenue Code of 1954 new phraseology has been adopted, this same 
general approach is continued.” 

The courts have tried to formulate a definition of income which 
would fill the void left by the statutes and the Constitution and 
furnish a ready rule for the determination of taxability. Their ap- 
proach has been that the meaning of the word ‘‘income’’ as used 
in the Sixteenth Amendment and the statutes is that given it in 
common speech and every day usage.* For many years the defini- 
tion set forth in Eisner v. Macomber was regarded as the touch- 
stone: * 

‘*Income may be defined as the gain derived from capital, from labor, or 
from both combined,’’ provided it be understood to include profit gained 
through a sale or conversion of capital assets, .... 

In later years, when the Supreme Court had to consider whether 
items not directly derived from capital or labor constituted tax- 
able income, it refused to be limited by its prior definition and 


LESLIE M, Rapp is a member of the New York and District of Columbia Bars and a 
partner in Simpson, Thacher and Bartlett. 

* The author is indebted to James P. Murtagh, of the New York Bar, for his assistance 
in the preparation of this paper. 

1I.R.C. § 22(a) (1939). See also prior revenue acts, beginning with Act of 1913. The 
Civil War Acts and the Act of 1894 contained similar language. 

2 For discussion of 1954 Code provisions see pp. 331 ff. infra. 

3 Kisner v. Macomber, 252 U.S. 189 (1920); United States v. Safety Car Heating and 
Lighting Co., 297 U.S. 88 (1936). 

4252 U.S. at 207. The definition had its origin in cases arising under the Corporation 
Tax Act of 1909 (Stratton’s Independence v. Howbert, 231 U.S. 399 (1913); Doyle v. 
Mitchell Bros. Co., 247 U.S. 179 (1918)). 
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turned instead to a case-by-case approach to the problem.® Thus 
there is still no definitive concept of taxable income. 

While Congress has on occasion clarified the statute by including 
additional examples in the list of items constituting gross income 
or by specifying additional exclusions, it generally has been content 
to leave the classification of doubtful items to the courts. In some 
cases it has codified or otherwise indicated its acceptance of the 
Court’s determinations,® while in other instances it has abrogated 
or modified them by statute.’ 

Because we have ‘‘no single, conclusive criterion’’*® as to what 
constitutes income, it is not surprising that, although we have had 
our modern income tax law for 43 years, the courts still have many 
cases coming before them involving the question whether Congress 
intended this or that item of receipt to be embraced within the con- 
cept of gross income ® and, on rare occasions, whether Congress 
was acting within its constitutional authority in taxing a particular 
receipt as income.” 


5 See United States v. Kirby Lumber Co., 284 U.S. 1, 3 (1931), in which Holmes, J., 
said, in holding income to be realized by a corporation on the purchase of its own bonds 
for less than the issue price, ‘‘ We see nothing to be gained by the discussion of Judicial 
definitions.’’? See also Helvering v. Bruun, 309 U.S. 461 (1940), holding that leasehold 
improvements made by a lessee constituted income to the lessor on forfeiture of the 
lease. In the latter decision the Court stated that the Eisner v. Macomber definition had 
been adopted to clarify the distinction between an ordinary dividend and a stock divi- 
dend and was not controlling in the instant case. 

6 See, for example, section 61(a)(12) of the 1954 Code, codifying the Kirby Lumber 
Co. case (income deemed realized on the cancellation of indebtedness), supra note 5. 
See also section 74 of the 1954 Code, codifying certain decisions treating prizes and 
awards as income; see discussion pp. 336-338 infra. 

7 As in the case of Helvering v. Bruun (income from leasehold improvements), supra 
note 5. See section 109 of the 1954 Code, formerly section 22(b) (11) of the 1939 Code, 
which excludes from gross income of the lessor in the year of termination of the lease 
the value of improvements made by the lessee, thereby deferring the gain until the prop- 
erty is sold. 

8 Comm ’r v. Wilcox, 327 U.S. 404, 407 (1946). 

® The most significant recent cases in this category are Comm’r v. Glenshaw Glass Co., 
348 U.S. 426 (1955), and General American Investors Co., Inc. v. Comm’r, 348 U.S. 434 
(1955), involving the taxability of punitive damages and of insider’s profits, respec- 
tively, required to be paid over to the corporation under section 16(b) of the Securities 
Exchange Act. These cases are discussed infra pp. 358 ff. 

10 Hisner v. Macomber, supra note 3. See also Mahana v. United States, 88 F.Supp. 
285 (Ct.Cl. 1950), cert. denied, 339 U.S. 978 (1950), rehearing denied, 340 U.S. 847 
(1950), involving the constitutionality of the 1939 Code provisions taxing a divorced 
wife on the receipt of alimony payments; Fairbanks v. Comm’r, 191 F.2d 680 (9th Cir. 
1951), cert. denied, 343 U.S. 915 (1952). In Gould v. Gould, 245 U.S. 151 (1917), the 
Supreme Court, relying on the doctrine that taxing statutes should be construed most 
strongly against the Government, had previously held that Congress under the 1913 Act 
had not clearly evidenced an intention to tax alimony to the wife. 
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Based on past court decisions dealing with the taxation of ali- 
mony payments," it would appear that a receipt might constitute 
income under the Constitution and still not be ‘‘gross income”’ un- 
der the statute. However, a number of decisions of the Supreme 
Court indicate its feeling that the broad statutory definition of 
‘‘eross income’’ manifests an intention on the part of Congress to 
exert to the fullest extent its constitutional power to tax income.” 
This was re-emphasized by the Supreme Court only last year in its 
decisions in the Glenshaw and General American Investors * cases. 

It is the purpose of this paper to review some of the develop- 
ments in the concept of taxable income during the past several 
years, both statutory and judicial. For the most part they wiil be 
found to represent a refinement of underlying principles rather 
than a change in basic philosophy."* Reference will be made first to 
the new statutory definition of gross income in the 1954 Code, after 
which the more important items embraced in the statutory changes 
will be discussed, as well as other items affected by the more sig- 
nificant court decisions in recent years. No attempt will be made to 
deal with these subjects exhaustively. Discussion will be limited 
largely to their place in the income concept. 


Tse Derinition or Gross Income UnveErR THE 1954 Copr 


The statutory definition of gross income has been revised and 
simplified under the 1954 Code.%® As in the case of many other 
changes made therein, those relating to the determination of gross 
income were based largely upon the American Law Institute pro- 


11 Supra note 10. 

12 See Rutkin v. United States, 343 U.S. 130 (1952), and eases therein cited. This 
generalization appears to be of doubtful validity when tested by such cases as Gould v. 
Gould, supra note 10, Towne v. Hisner, 245 U.S. 418 (1918), and Comm’r v. Wilcox, 
327 U.S. 404 (1946). It is interesting also to note that while it was used by Douglas, J., 
in reaching the conclusion that income was taxable to the settlor of a trust in Helvering 
v. Clifford, 309 U.S. 331 (1940), nevertheless, because he disapproves of the extension 
of federal authority in law enforcement matters, he took the position, in joining in the 
dissent by Black, J., in the Rutkin case, that Congress did not intend to tax the illegal 
gains of an extortionist. Cf. Towne v. Eisner, id., in which Holmes, J., in holding that 
Congress did not intend under the 1913 Act to tax stock dividends, expressed the view that 
‘it is not necessarily true that income means the same thing in the Constitution and the 
Act. A word is not a crystal, transparent and unchanged, it is the skin of a living 
thought and may vary greatly in color and content according to the circumstances and 
the time in which it is used.’’ 

13 Supra note 9. 

14 For a comprehensive discussion of the earlier developments in the concept of taxable 
income, see MAGILL, TAXABLE INCOME (rev. ed. 1945). 

15 Subchapter B, Parts I, II, and III of Chapter 1. 
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posals.’® The authors of the American Law Institute Federal In- 
come Tax Statute, recognizing that past attempts to define ‘‘in- 
come’’ had been unsatisfactory, suggested the continuation of the 
traditional method of defining ‘‘gross income”’ essentially in terms 
of gains, profits, and income. They noted that the courts had given 
wide scope to section 22(a) but had recognized that the content of 
‘‘income’’ had to be determined case by case. ‘‘It is believed,’’ they 
said, ‘‘that this combination of wide inclusiveness and elasticity 
should be retained, and that a simple reference to ‘all gains, profits, 
and income’ is sufficient. It is also believed that familiar wording 
should be continued to avoid generating new nebulous problems of 
definition.’’ 1” 

While Congress, in realigning and reshaping the provisions of 
the income tax law relating to gross income, followed the general 
plan of the American Law Institute Federal Income Tax Statute by 
setting forth a simple ‘‘catch-all’’ definition of gross income fol- 
lowed by illustrative inclusions and specific exclusions, it departed 
from its recommendation by abandoning the ‘‘familiar wording”’ 
of the traditional residual definition in favor of one which adopts 
the phraseology of the Sixteenth Amendment. Thus, section 61(a) 
of the 1954 Code states that, except as otherwise provided in the 
income tax subtitle, ‘‘gross income means all income from whatever 
source derived, including (but not limited to) the following items: 

..’’18 There follows a list of fifteen items ’® which are specifically 
included in the definition of gross income, most of which were also 
included by way of example in the prior definition.” 

The Senate Finance Committee Report states that ‘‘While the 


16 ALI Fep. INcoME Tax Stat. 25 ff. (Feb. 1954 Draft). 

17 Id. comments 193-194. 

18It is to be noted that the word ‘‘means’’ has been substituted for the word 
**ineludes’’ used in prior law. 

19 The American Law Institute list contained five additional items, viz., (1) income 
from damages, (2) recoveries of amounts previously the ground for deductions, (3) in- 
come from awards, prizes, etc., (4) winnings from gambling, ete., and (5) proceeds of 
bribery, blackmail, extortion, embezzlement, theft, ete. One of these items, awards, 
prizes, ete., was included in the 1954 Code under Items Specifically Included in Gross 
Income. See discussion pp. 336-338 infra. No specific provision was made in the 1954 Code 
covering any of the other suggested items. It was stated by the authors of ALI Fern. 
Income Tax Stat. (Feb. 1954 Draft) that without the inclusion of the last three items 
their status might under certain circumstances have to be determined by litigation. 
Id. comments 194-195. 

20 As set forth in section 61(a) the specific though non-exclusive inclusions in gross 
income are as follows: (1) compensation for services, including fees, commissions, and 
similar items; (2) gross income derived from business; (3) gains derived from dealings 
in property; (4) interest; (5) rents; (6) royalties; (7) dividends; (8) alimony and 
separate maintenance payments; (9) annuities; (10) income from life insurance and 
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language in existing Section 22(a) has been simplified, the all- 
inclusive nature of statutory gross income has not been affected 
thereby. Section 61(a) is as broad in scope as section 22(a).’’ The 
Report adds that the new definition of gross income ‘‘is based upon 
the sixteenth amendment and the word ‘income’ is used as in see- 
tion 22(a) in its constitutional sense.’’ *4 

It will be observed that the new listing, which includes most of 
the commonly recognized items of income, effects little change in 
previous law. Thus, while royalties are specifically mentioned for 
the first time, they have always been considered an item of income. 
The inclusion of income from the discharge of indebtedness merely 
codifies the well-established principle laid down in the Kirby Lum- 
ber Company * case. The specific reference to alimony, annuities, 
income from life insurance and endowment contracts, income in 
respect of a decedent, distributive share of partnership income, 
and income from an interest in an estate or trust brings under the 
definition items of income which in the 1939 Code were specially 
dealt with as income items under separate provisions of the law. 
The inelusion of pensions is new but seemingly effects no change in 
prior law as administratively and judicially interpreted, except in 
so far as it may tend to include some payments which might other- 
wise qualify as gifts.” 

Part IT of Subchapter B, covering Items Specifically Included in 


endowment contracts; (11) pensions; (12) income from discharge of indebtedness; 
(13) distributive share of partnership gross income; (14) income in respect of a de- 
cedent; and (15) income from an interest in an estate or trust. 

218. Rep. No. 1622, 83d Cong., 2d Sess. 168 (1954). In Comm’r v. Glenshaw Glass Co., 
supra note 9, at 432, the Supreme Court has noted the fact that no change was intended 
by the new statutory definition. 

22 Supra note 5. The House version of the 1954 Code contained a proposed section 76 
which would have defined in some detail the cireumstances under which the cancellation 
of indebtedness gives rise to income. The proposed section stemmed from ALI, op. cit. 
supra note 16, § X115, 34, and represented an attempt to present in statutory form a 
workable set of rules. It was pointed out in H.R. Rep. No. 1337, 83d Cong., 2d Sess. 12 
(1954), that although it has been established that cancellation of indebtedness may 
result in income to the debtor, no clear and comprehensive rules exist as to when such 
cancellation results in income and how such income shall be treated, such matters being 
left for determination according to various rules developed by the courts. The Senate 
eliminated the House provision on the basis of testimony before the Finance Committee 
that it left considerable doubt as to its meaning and effect. See S. Rep. No. 1622, 83d 
Cong., 2d Sess. 13-14 (1954). Hence, the treatment of income from the cancellation of 
indebtedness is left precisely where it was under prior law, with the determination 
whether cancellation results in income to the debtor, and to what extent, to be settled 
under rules developed by the courts. 

23 Social Security benefits, for example, have been held not to be income, presumably 
because they were thought to constitute gifts. I.T. 3447, 1941-1-Cum. BuLL. 191. It is 
unlikely that their exempt status will be deemed to have been changed by the new 
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Gross Income, deals more specifically with two of the items included 
in the general definition of gross income under section 61(a)— 
alimony,** and annuities and certain life insurance proceeds,” and 
also relates to five items not specifically mentioned in section 61(a), 
namely, services of a child and prizes and awards,” dealers in tax- 
exempt securities,” mortgages made or obligations issued by joint- 
stock land banks,”* and commodity credit loans.*® Of the above items 
the only one not previously covered in the 1939 Code is prizes and 
awards. 

Part III of Subchapter B covers Items Specifically Excluded 
from Gross Income, which in the 1939 Code were dealt with for the 
most part in section 22(b). The excluded items are set forth in 
twenty-one sections.*® Most of such items will be recognized as 
having been carried over from the 1939 Code. Certain of the new or 
modified items are discussed infra.*! 


1. Atimony AND SEPARATE MAINTENANCE PAYMENTS 


Section 71 of the 1954 Code corresponds to section 22(k) of the 
1939 Code. It taxes to the recipient periodic alimony and separate 


statute. While ALI Frep. Income Tax Strat. (Feb. 1954 Draft) proposed the specific 
inclusion of pensions as an item of gross income, it also contemplated that a special 
provision would be added which would treat the subject more in detail. ALI, op. cit. 
supra note 16, § X105(b) (14), 26. However, such a special provision was not included 
in the 1954 Code. Thus, the scope of the term will have to be developed by regulation 
and judicial decision. : 

24 T.R.C. § 71 (1954) ; see discussion pp. 334-335 infra. 

25 I.R.C. § 72 (1954) ; see discussion p. 336 infra. 

26 T.R.C. §§ 73 and 74 (1954) ; see discussion of the latter pp. 336-338 infra. 

27 I.R.C. § 75 (1954). 

28 I.R.C. § 76. 

29 I.R.C. § 77. 

30 I.R.C. §§ 101, certain death benefits; 102, gifts and inheritances; 103, interest on 
certain governmental obligations; 104, compensation for injuries or sickness; 105, 
amounts received under accident and health plans; 106, contributions by employer to 
accident and health plans; 107, rental value of parsonages; 108, income from discharge 
of indebtedness; 109, improvements by lessee on lessor’s property; 110, income taxes 
paid by lessee corporation; 111, recovery of bad debts, prior taxes, and delinquency 
amounts; 112, certain combat pay of members of the Armed Forces; 113, mustering-out 
payments for members of the Armed Forces; 114, sports programs conducted for the 
American National Red Cross; 115, income of states, municipalities, ete.; 116, partial 
exclusion of dividends received by individuals; 117, scholarships and fellowship grants; 
118, contributions to the capital of a corporation; 119, meals or lodging furnished for 
the convenience of the employer; 120, statutory subsistence allowance received by police; 
and 121, cross references to other acts. 

31 See discussion infra of the following among the new or modified items: death 
benefits, pp. 340-342; accident and health plans, pp. 342-343; dividends received by in- 
dividuals, pp. 343-344; scholarships and fellowships, pp. 338-339; contributions to cap- 
ital, pp. 344-345; and meals or lodgings furnished by the employer, pp. 345-347. 
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maintenance payments,” including payments from an alimony trust 
under section 682. Such payments are in turn excluded from the 
gross income of the husband pursuant to section 215. 

Under prior law the foregoing treatment resulted only where 
the payments were a legal obligation imposed by a court decree or 
by a written agreement incident to a divorce. This requirement, 
which apparently was originally set up with a view to discouraging 
casual separations solely for income-splitting purposes, ceased to 
have any real purpose after 1948 when married persons were 
granted the privilege of income-splitting by statute.** Noting that 
the prior law discriminated against husbands and wives who had 
separated without benefit of a court decree,** Congress included 
section 71(a)(2) in the 1954 Code, a new provision taxing to the 
wife periodic payments received under a written separation agree- 
ment even though the parties are not separated under a court de- 
cree, provided they are living apart and have not filed a joint return 
for the taxable year. This change applies only to separation agree- 
ments entered into after August 16, 1954. 

Section 71(a) (3) also includes in the wife’s gross income periodic 
payments received under a court decree which requires the husband 
to make payments for the support and maintenance of the wife. 
This provision is applicable if the wife is separated from her hus- 
band and does not file a joint return with him. However, the wife’s 
separation from her husband need not be under a court decree nor 
pursuant to a written separation agreement. This provision is effec- 
tive only with respect to support payments under a decree entered 
after March 1, 1954. 

In view of the fact that under the statute the wife is taxed on 
alimony, separate maintenance, and support payments only if cer- 
tain conditions pertain, the plain inference is that those payments 
not qualifying under the statutory provisions not only would be 
non-deductible by the husband but would not be includible in the 
wife’s gross income. Gould v. Gould *® would appear to support 
this result. 

32 In Gould v. Gould, supra note 10, the Supreme Court refused to tax alimony to the 
wife in the absence of a specific statute including the payments in her gross income. 
The constitutionality of the 1939 Code provisions taxing the payments to the wife 
under certain conditions has been upheld in lower court decisions. See note 10 supra. 

33 ALT, op. cit. supra note 16, at 262-263. 


84. Rep. No. 1622, supra note 21, at 10. 
35 Supra note 10. 
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2. Annuity PayMENTS 


Section 72 of the 1954 Code, which corresponds to section 22(b) 
(2) of the 1939 Code, includes annuity payments in gross income to 
the extent of the computed gain and provides special rules for their 
treatment. The principal change from prior law is the elimination 
of the three per cent rule for determining the portion of the annuity 
deemed to represent interest rather than a return of capital. 

Under the new rule the taxpayer will recover his cost pro rata 
over the period of his life expectancy and will include in gross in- 
come the excess of the annual annuity over the amortized cost for 
the taxable year. However, the amount of the exclusion, once deter- 
mined, remains the same even though the annuitant may outlive 
his life expectancy, in which case he will recover tax-free more 
than his cost. This is a liberalization of the prior law. On the other 
hand, if the annuitant dies prematurely, he will not have recovered 
his full cost; this was also true under the 1939 Code provisions. 

There can be no question but that a portion of each annuity pay- 
ment is properly taxable as interest. However, the 1939 Code pro- 
vision was subjected to attack on constitutional grounds,* the some- 
what plausible argument being made that the ‘‘3% rule’’ was 
wholly arbitrary and was not calculated to determine accurately 
the portion of the annual payment that constituted income. In this 
connection it was pointed out that the rule in no way took into ac- 
count tables of mortality used by insurance companies. While the 
argument was rejected by the courts, it apparently had its affect 
on Congress. The 1954 Code, being predicated upon mortality 
tables, more accurately determines the portion of the payment 
which constitutes income, and consequently, the rule would appear 
to be immune from constitutional attack. 


3. Prizes anD AWARDS 


Under section 74 of the 1954 Code there is included in the law 
for the first time a specific provision dealing with the treatment of 
prizes and awards. Its purpose, as stated in the Senate Finance 
Committee Report, is to ‘‘eliminate some existing confusion in 
court decisions over whether a prize is income or a gift.’’ *7 

In general, prizes and awards are included under section 74(a) 
in gross income. However, section 74(b) provides for an exception 

36 Manne v. Comm’r, 155 F.2d 304 (8th Cir. 1946); Egtvedt v. United States, 112 


Ct.Cl. 80 (1948). 
37 §. Rep. No. 1622, supra note 21, at 178. 
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in the case of prizes and awards made primarily in recognition of 
religious, charitable, scientific, educational, artistic, literary, or 
civic achievement if (a) the recipient was selected without any 
action on his part to enter the contest or proceeding and (b) he is 
not required to render ‘‘substantial future services’’ as a condition 
to receiving the prize or award. An exception is also made in the 
ease of scholarships and fellowship grants referred to in section 
117, which are discussed infra. 

The new general rule laid down in section 74(a) is said by the 
Senate Finance Committee Report * to overrule such decisions as 
the Pot O’Gold ® case and the Ross Essay Contest *° case, each of 
which had held the prizes therein involved to be non-taxable gifts 
under the 1939 Code. Thus it will have the effect of bringing within 
statutory gross income prizes on so-called give-away radio and 
television programs, prizes for essay contests, and similar awards 
not within the exclusionary language of section 74(b), regardless 
of whether the recipient performed any services. 

In the Pot O’Gold case the Tax Court held the prize was ‘‘an 
outright gift, without any of the earmarks of income’’ because it 
had come to the recipient with no effort or consideration on her 
part. She had simply been sitting at home when the telephone 
rang and she was told that she had won $900 as a result of her 
telephone number having been drawn by lot. She did not appear 
on the radio program from which the prize emanated and gave no 
endorsement of the sponsor’s product. The telegram transmitting 
the prize money designated it as an ‘‘outright cash gift,’’? and the 
Tax Court said that this correctly characterized the payment.* 

In the McDermott case, involving the Ross Essay Prize admin- 
istered by the American Bar Association, the Court of Appeals 
likewise had based its holding of non-taxability on the ground that 
the prize was a gift, despite the fact that in this case the con- 
testant was required to submit an essay to qualify. While the Court 
conceded that services were rendered, it made a point of the fact 
that they were not rendered to the trustee of the fund. 

The holding of the Supreme Court in Robertson v. United 

38 Id. See also Final Reg., Sec. 1.74-1(a). 

39 Pauline G. Washburn, 5 T.C. 1333 (1945). 

40 McDermott v. Comm’r, 150 F.2d 585 (D.C. Cir. 1945). 

41 Cf. Clewell Sykes, 24 T.C. No. 131 (1955), where the donee of a ticket entitling 
the holder to a chance of an automobile was held to have received taxable income on 


winning the prize. The Court stated that he did not receive the automobile as a gift, but 
only the ticket, and stood as a donee of one who had paid consideration. 
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States ** was to the contrary. In that case the rules of the contest 
provided that specified awards would be made by a certain philan- 
thropist for the three best symphonic works written by native-born 
composers in the Western Hemisphere. None of the works could be 
published or performed prior to entry in the contest. While each 
composition remained the property of the contestant, the winners 
were required to grant to the Detroit Orchestra, Inc. certain rights 
in connection therewith. The District Court held that the award 
constituted a gift, but the Tenth Circuit Court reversed the de- 
cision, holding the receipt to be income, and the Supreme Court 
affirmed the latter holding. In its brief decision the Supreme Court 
held that the acceptance by the contestant of the offer tendered by 
the sponsor created an enforceable contract and that the payment 
was for services rendered. Thus it was considered to be a compen- 
sation case. 

Certiorari had been granted in the Robertson case because of a 
conflict with the McDermott case. The Court did not discuss the 
latter case in its opinion, contenting itself with the simple state- 
ment that ‘‘where the payment is in return for services rendered, 
it is irrelevant that the donor derives no economic benefit.’’ Thus 
the Robertson decision in effect overruled the McDermott case and 
thereby supports the new statutory provision. It would not appear, 
however, that it directly overruled the Pot O’Gold * case. 

The exclusionary language in section 74(b) would continue to 
exempt from tax such awards as the Nobel and Pulitzer prizes,** 
and presumably the Bok award, which are made primarily in rec- 
ognition of past achievements of the participant in one of the speci- 
fied fields, where the recipient is selected without action on his 
part to enter the contest or submit his work in the particular pro- 
ceeding and where he is not required to render any substantial fu- 
ture services as a condition to receiving the prize or award. 


4. ScHoLARSHIPS AND FELLOWSHIPS 


Section 117 of the 1954 Code provides that gross income does not 
include (1) any amount received as a scholarship at an educational 
institution (as defined in section 151(e)(4)) or as a fellowship 
grant, including the value of contributed services and accommoda- 
tions, and (2) any amount received to cover expenses for travel, 
research, clerical help, or equipment which are incident to such a 


42 343 U.S. 711 (1952). 
43 However, section 74 of the 1954 Code purports to overrule the latter decision. 
44 S$, Rep. No. 1622, supra note 21, at 13. 
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scholarship or to a fellowship grant, but only to the extent that the 
amount is so expended by the recipient. 

Two further limitations are imposed: 

(1) In the case of individuals who are candidates for degrees at 
an educational institution (as defined), the exclusion does not apply 
to that portion of any amount received which represents payment 
for teaching, research, or other services in the nature of part-time 
employment required as a condition to receiving the scholarship or 
the fellowship grant. If, however, teaching, research, or other serv- 
ices are required of all candidates, whether or not recipients of 
scholarships or fellowships, for a particular degree as a condition 
to receiving such degree, such teaching, research, or other services 
shall not be regarded as part-time employment. 

(2) In the case of individuals who are not candidates for degrees, 
the exclusion applies only if the grantor of the scholarship or 
fellowship is a tax-exempt organization described in section 501 
(ce) (3), the United States, or an instrumentality or agency thereof, 
or a state, territory or possession of the United States, or any 
political subdivision thereof, or the District of Columbia. There 
is a further limitation that with respect to such individuals the 
amount excludible in any taxable year shall be limited to an amount 
equal to $300 times the number of months for which the recipient 
received the amounts under the scholarship or fellowship grant 
during such taxable year, with an over-all limitation that no ex- 
clusion shall be allowed after the recipient has been entitled to 
exclude for a period of 36 months, whether or not consecutive, 
amounts received as a scholarship or fellowship grant while not a 
candidate for a degree at an educational institution (as defined). 

Under prior law there was no specific provision covering scholar- 
ships and fellowships. While the Internal Revenue Service had 
ruled that such items constituted taxable income unless it could be 
established that they were a gift,* such ruling failed to provide a 
clear-cut method of determining taxability.** The new provision is 
somewhat more detailed than that suggested in the American Law 
Institute Federal Income Tax Statute, although intended generally 
to accomplish the same purpose. Also, it seemingly is more liberal 
than prior case law. 


45 I.T. 4056, 1951-2 Cum. BuLL. 8. 

46 8. Rep. No. 1622, supra note 21, at 17. 

47 ALI, op. cit. supra note 16, § X107(m), 32. 

48 Ephraim Banks, 17 T.C. 1386 (1952); Ti Li Loo, 22 T.C. 220 (1954); Robert F. 
Doerge, 11 TCM 475 (1952). Cf. George W. Stone, Jr., 23 T.C. 254 (1954); appeal 
dismissed pursuant to stipulation, 4th Cir. 1955. 
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5. DeatH BENEFITS 


(a) Transfers for value. Section 101(a) (2) of the 1954 Code em- 
braces an important change relating to the taxability of life insur- 
ance proceeds paid by reason of death. Under prior law, where an 
insurance contract was transferred for a valuable consideration, 
there was excluded from the transferee’s gross income only the 
sum of the actual value of the consideration and subsequent pre- 
miums paid, unless the transferee had a basis determinable to any 
extent by reference to the basis in the hands of the transferor (as 
in the case of gifts, tax-free reorganizations, ete.). Section 101 
extends tax-free treatment of proceeds paid on death to transfers 
in situations ordinarily involving legitimate business reasons 
rather than speculation,*® that is, where the transfer is to the in- 
sured, to a partnership including the insured, or to a corporation 
of which the insured is a shareholder or officer. 

Since life insurance proceeds payable on death have been ex- 
cluded from gross income beginning with the 1913 Act, except in 
the case of certain transfers for value, it may be assumed that such 
proceeds were not considered to be within the constitutional concept 
of gross income. However, the courts have had no opportunity to 
pass directly upon the question in view of the long-standing statu- 
tory exclusion. In the Supplee-Biddle™® case the Supreme Court 
interpreted the statutory definition of gross income under the 1918 
Act, which excluded insurance proceeds paid on death to individu- 
als or to the insured’s estate, as evidencing an intention on the 
part of Congress also to exclude proceeds received by a corpora- 
tion. The Court thus avoided the constitutional question, saying 
‘*Tt is enough to sustain our construction of the act to say that pro- 
ceeds of a life insurance policy paid on the death of the insured are 
not usually classed as income.’’ *? 

(b) Interest element. Section 101(d) provides that the interest 
element in life insurance proceeds which are payable at a date later 
than death, in installments, as an annuity, or otherwise, shall be 
taxed to the beneficiary, except that the surviving spouse of the 


49 The House bill had granted full exemption to life insurance proceeds payable at 
death where the contract was transferred for a valuable consideration. The Senate Com- 
mittee felt, however, that this might ‘‘result in abuse in encouraging speculation on the 
death of the insured.’’ S. Rep. No. 1622, supra note 21, at 14. 

50 United States v. Supplee-Biddle Hardware Co., 265 U.S. 189 (1924). 

51 Jd. at 195. In Lucas v. Alexander, 279 U.S. 573 (1929), the Supreme Court upheld 
the taxation of the gain on endowment policies, pointing out that in such ease the 
amount paid was not an indemnity for loss, as in the case of death, but represented a 
profit or gain upon the premium paid. 
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insured is given an annual exclusion with respect to such interest 
in the amount of $1,000. The exclusion is allowed to the widow as 
a matter of legislative policy ‘‘to encourage her to take the life 
insurance proceeds in installments so as not to waste the prin- 
cipal.’’ °? 

Under prior law interest earned after the death of the insured 
was taxed under some settlement options and was exempt as death 
proceeds under others.** Subject to the limited exclusion above 
mentioned, section 101(d) taxes all such interest earned after 
death, irrespective of the settlement option elected by the bene- 
ficiary. This change is one of those recommended in the American 
Law Institute Federal Income Tax Statute * and is justified by the 
authors on the ground that no valid reason exists for making the 
taxation of post-death interest depend on the manner in which it is 
received.” This view, which appears to be a sound one, was evi- 
dently concurred in by the Congress. 

(c) Payments to widows, etc. Section 101(b) of the 1954 Code 
provides for a liberalization of the 1939 Code provision excluding 
the first $5,000 of payments made by an employer to beneficiaries of 
a deceased employee. Under prior law the statutory exclusion was 
available only where the employer had a contractual obligation to 
pay the death benefit. This limitation has now been removed. In 
addition, the provision has been extended to lump-sum distributions 
paid by reason of death under qualified employees’ pension, profit- 
sharing, and stock bonus plans even though the employees had 
non-forfeitable rights while living. The amount excludible on ac- 
count of the death of any person is limited to $5,000 so as to pre- 
vent duplication of the exclusion where there is more than one 
employer. 

In connection with the above provision, it should be mentioned 
that until 1950 it was the official position of the Treasury that pay- 
ments by a corporation to a widow of a deceased employee which 
were not made pursuant to any contractual obligation did not con- 
stitute taxable income.*® However, in 1950 the Treasury reversed 
its stand.*? Nevertheless, the courts have continued to rule under 


52 §. Rep. No. 1622, supra note 21, at 15. 

53 ALI, op. cit. supra note 16, comments 246. 

54 Tbid. 

55 Ibid. 

560.D. 1017, 5 Cum. But. 101 (1921) ; see also L.T. 3329, 1939-2 Cum. BuLL. 153. 

57 1.T, 4027, 1950-2 Cum. But. 9. A recent Treasury ruling, which seems inconsis- 
tent with the present position respecting the taxation of voluntary payments made to 
widows of deceased employees, holds that allowances made by the Government because 
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the 1939 Code that, under the facts presented, payments made to 
widows in recognition of the services of a deceased employee con- 
stitute exempt gifts. 

In view of the new statutory provision in the 1954 Code limiting 
to $5,000 the exclusion from gross income of payments to widows 
or other beneficiaries of deceased employees, it is arguable that 
Congress has impliedly modified the statutory exemption of gifts 
so as to eliminate therefrom any payments of the above descrip- 
tion. The Proposed Regulations are silent on this phase of the 
matter, but it can be assumed that the Treasury will adhere to its 
present administrative policy of attempting to tax such death bene- 
fits. It remains to be seen whether the courts will continue their 
resistance to the Treasury practice in the face of the statutory 
change. 


6. PAYMENTS UNDER EMPLOYERS’ ACCIDENT AND HeaLttTH PLANS 


(a) Benefits under non-insured plans. Section 105 is a new pro- 
vision relating to the exclusion of benefits paid under employers’ 
accident and health plans. Under prior law, dating back to the 1913 
Act, amounts received as accident or health benefits were excluded 
from gross income if paid under a contract of insurance,” but were 
taxable if paid under non-insured plans. Considerable litigation de- 
veloped over the meaning of the term ‘‘insurance.’’ © 

The basis of the exclusion may well have been that such insur- 
ance payments represent merely compensation for a loss and thus 
do not fall within the general concept of income. On the other hand, 
it has been suggested that the payments could be treated as a sub- 
stitute for the recipient’s earnings and hence be properly regarded 
as income. In view of the long-standing statutory exclusion, the 
courts have never had an opportunity to pass upon the question 
whether such benefits could otherwise be subjected to income tax. 

The new 1954 Code provisions ® extend the statutory exclusion 


of the death of service men constitute gifts. Rev. Rul. 55-330, 1955 Inv. Rev. Buu. No. 
22, at 13. The Treasury has also recently ruled that payments made to the widows of 
deceased Congressmen and Senators constitute gifts. Rev. Rul. 55-609, 1955 Int. Rev. 
Buu. No. 41, at 9. 

58 Ruth Hahn, 13 TCM 308 (1954); Alice M. Macfarlane, 19 T.C. 9 (1952); Estate 
of Arthur W. Hellstrom, 24 T.C. No. 101 (1955); Estate of Ralph W. Reardon, 14 
TCM 577 (1955); Marie G. Haskell, 14 TCM 788 (1955). 

59 L.R.C. § 22(b) (5) (1939), except in the case of amounts attributable to and not in 
excess of deductions of premiums as medical expenses for any prior year. 

60 See, e.g., Epmeier v. United States, 199 F.2d 508 (7th Cir. 1952). 

61 MAGILL, op. cit. supra note 14, at 383. 

62 T.R.C. § 105(b), (¢), and (d) (1954). 
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to health and accident benefits financed by employers under non- 
insured plans. Where the payments constitute wages or are in lieu 
of wages, the exclusion is limited to $100 per week and, where ab- 
sence from work is due to sickness, the exclusion applies only to 
payments attributable to a period beginning more than seven days 
after the commencement of such sickness, unless the employee is 
hospitalized for at least one day during such period.* Benefits 
which reimburse the employee for expenses incurred for his own 
medical care and that of his spouse and dependents are also exempt, 
as are payments for injury if computed with reference to the nature 
of the injury and without regard to the period of the employee’s 
absence from work. 

(b) Exemption of employer’s contribution. Section 106 is a new 
provision excluding from gross income ‘‘contributions by the em- 
ployer to accident or health plans for compensation (through in- 
surance or otherwise) to his employees for personal injuries or 
sickness.’’ Under prior law such exemption had been allowed as 
a matter of statutory interpretation but was confined to group 
plans.** The new provision is applicable even where an employer 
pays a premium for an individual policy.” 


7. Driviwenps REcEIveD By INDIVIDUALS 


Section 116 of the 1954 Code, providing for the exclusion from 
gross income of the first $50 of dividends received by individuals, 
subject to certain exceptions, is intended merely to mitigate the 
effect of the double taxation of business carried on in corporate 
form. It is closely related to the credit under section 34 for divi- 
dends received by individuals, which has the same underlying pur- 
pose. Neither the exclusion under section 116 nor the credit under 
section 34 represents a legislative change in the concept of taxable 


63 These limitations are not applicable where there is a contract of insurance pur- 
chased by the taxpayer. Under section 104 benefits under such a policy will continue 
to be exempt. See S. Rep. No. 1622, supra note 21, at 183. See also Taxation of Em- 
ployee Accident and Health Plans Before and Under the 1954 Code, 64 YALE L.J. 222, 
242 (1954). 

64 Special Ruling, 433 CCH { 6587. See also with respect to premiums on policies of 
group life insurance, L.O. 1014, 2 Cum. Buu. 88 (1920) ; Mim. 6477, 1950-1 Cum. Bu. 
16; Rev. Rul. 54-165, 1954-1 Cum. Buu. 17. In limiting the exemption to group 
policies, the Treasury was obviously attempting to discourage insurance plans that 
would discriminate in favor of key people. The rationale expressed in the rulings was 
often less than persuasive. For example, in L.O. 1014, id., it is stated, ‘‘It (the premium) 
is paid by the employer not as compensation to the employee, but as an investment in 
increased efficiency. It is, therefore, not income to the employee.*’ 

65 S. Rep. No. 1622, supra note 21, at 186. 
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income. Having their purpose in mind, these provisions assume 
more the character of a statutory exemption. 


8. ContriIBuTIONS TO CAPITAL 


Section 118 of the 1954 Code, which excludes from the gross in- 
come of a corporation any contribution to its capital, whether by 
stockholders or non-stockholders, is a new provision. However, 
according to the Senate Finance Committee Report, it ‘‘merely re- 
states the existing law as developed through administration and 
court decisions.’’ °* The Report further states: 

This in effect places in the code the court decisions on the subject. It deals 
with cases where a contribution is made to a corporation by a governmental 
unit, chamber of commerce, or other association of individuals having no 
proprietary interest in the corporation. In many such cases because the con- 
tributor expects to derive indirect benefits, the contribution cannot be called 
a gift; yet the anticipated future benefits may also be so intangible as not 
to warrant treating the contribution as a payment for future services. 


Under section 362(¢) the corporation takes a zero basis for con- 
tributions to capital by non-stockholders. Stockholder contribu- 
tions will continue under section 362(a)(2) to have a transferor 
basis, as under prior law. 

While the effect of the new statutory provision is to codify both 
the prior Regulations and such Supreme Court decisions as Ed- 
wards v. Cuba R. Co.® and Brown Shoe Co. v. Commissioner,® 
which treated such public contributions to capital as non-taxable 
subsidies or gifts, it apparently still leaves for administrative and 
judicial determination the question whether income is realized in 
situations such as that existing in Detroit Edison Co. v. Commis- 
sioner involving contributions to operating facilities by cus- 
tomers.” 

In the Detroit Edison case, which was strictly a basis case and 
did not involve the taxability to the corporation of the contribu- 
tions by its customers, the Supreme Court adverted to the fact 


66 Id. at 190. 

67 Id. at 18. 

68 268 U.S. 628 (1925). 

69 339 U.S. 583 (1950). 

70 319 U.S. 98 (1943). 

71 ALI, Fep. Income Tax Stat. (Feb. 1954 Draft) proposed a statutory exemption 
to cover such contributions, as well as those of a public character, but Congress failed 
to act favorably on this recommendation. See Id. § X107(1), 31 and 205-206. The 
Committee Reports do not refer to contributions of this type. 
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that the Commissioner had not subjected the contributions to tax 
in the hands of the corporation, saying: ™ 

They have not been taxed as income, presumably because it has been 
thought to be precluded by this Court’s decision in Edwards v. Cuba R. Co., 
268 U.S. 625, 45 S. Ct. 614, holding that under the circumstances of that 
case a government subsidy to induce a railroad construction was not income. 
In the same case * the Court clearly intimated that such payments 
might be taxable, saying ‘‘it overtaxes imagination to regard the 
farmers and other customers who furnished these funds as makers 
either of donations or contributions to the Company. ... The pay- 
ments were to the customer the price of the service.’’ Thus it is 
likely that the Court would treat such payments as taxable were 
the question presented to it. 


9. Meats anp Lopcinc F'uRNISHED FoR CONVENIENCE OF E}MPLOYER 


A source of considerable litigation over the years has been the 
taxability of the value of meals and lodging furnished to employees 
under the terms of their employment. The rule was early estab- 
lished that the value of such benefits was not income to the em- 
ployee if it appeared that the requirement that he reside or eat 
on the premises was for the ‘‘convenience of the employer.’’ * 

Prior to the 1954 Code the statute was silent on the matter, but 
the Regulations for a long time included a statement that if living 
quarters or meals were furnished ‘‘for the convenience of the em- 
ployer’’ the value thereof need not be added to the compensation 
otherwise received by the employee.”* However, in 1950 the Treas- 
ury issued Mimeograph 6472,” stating ‘‘the ‘convenience of the 
employer’ rule is simply an administrative test to be applied only 
in cases in which the compensatory character of such benefits is 
not otherwise determinable.’’ The ruling took the position that if 
it were clear from all the circumstances that the living quarters or 


72 Supra note 70, at 103. 

73 Id. at 102-103. See also Brown Shoe Co., supra note 69, at 591. 

74 See p. 367 infra. The authors of ALI Frep. INcoME Tax Stat. (Feb. 1954 Draft) 
would have justified the exclusion from income of payments of this latter character 
where the recipient’s price for services is subject to control by a public regulatory body. 
Id. at 205-206. They also felt that an exclusion could be justified in new types of projects, 
such as the installation of television cable at points where direct reception is impos- 
sible, since unless initial charges for installation are excluded from gross income the 
projects may be impractical. It was pointed out that in such situations the absence of 
rate-making control by a public body would be offset by the fact that if prices charged 
for services were too high prospective customers would not subscribe for the service. 

75 See Jones v. United States, 60 Ct.Cl. 552 (1925). 

76 See Reg. 118, Sec. 39.22(a)-3. 

77 1950-1 Cum. BULL. 15. 
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meals represented compensation, the employee was obliged to re- 
port the value thereof as income even where the benefits were for 
the employer’s convenience. 

The policy outlined in Mimeograph 6472 was followed by the Tax 
Court in Joseph L. Doran.” However, it was rejected by the Second 
Sireuit Court last year in Diamond v. Sturr,” the Court taking the 
position that ‘‘Treasury regulations and interpretations long con- 
tinued without substantial change, applying to unamended or sub- 
stantially reenacted statutes, are deemed to have received congres- 
sional approval and have the effect of law.’’ *° 

In order to ‘‘end the confusion”’ as to the tax status of the value 
of meals and lodging furnished by an employer,* Congress dealt 
with the subject in section 119 of the 1954 Code. The new provision 
excludes from the gross income of an employee the value of any 
meals and lodging furnished to him by his employer for the con- 
venience of the employer, but only if, in the case of meals, such 
meals are furnished on the business premises of the employer, or, 
in the case of lodging, the employee is required to accept such 
lodging on the premises of his employer as a ‘‘condition of his 
employment.’’ *? 

It is further provided that in ascertaining whether meals or 
lodging are furnished for the convenience of the employer, the pro- 
visions of an employment contract or of a state statute fixing terms 
of employment shall not be determinative of whether the meals or 
lodging are intended as compensation. This latter provision is 
somewhat ambiguous, but the Senate Report states that it means 
that employees of state institutions who are required to live and 
eat on the premises will not be taxed on the value of the meals and 
lodging even though the state statute indicates that the meals and 
lodging are part of the employee’s compensation.®* Thus the pro- 
vision in effect overrules Mimeograph 6472. The Senate Report 
also states that the phrase ‘‘required as a condition of his employ- 
ment’’ means ‘‘required in order for the employee properly to 
perform the duties of his employment.’’ ** 

Since section 119 applies only to meals or lodging furnished in 
kind, any cash allowances for meals or lodging received by an em- 


78 21 T.C. 374 (1953). 

79 221 F.2d 264 (1955). 

80 Id. at 267. 

81 §. Rep. No. 1622, supra note 21, at 19. 

82 For definition of the term ‘‘condition of employment,’’ see following paragraph. 
83 §, Rep. No. 1622, supra note 21, at 191. 

84 Id. at 190. 





1956] RECENT DEVELOPMENTS IN THE CONCEPT OF TAXABLE INCOME 347 


ployee will continue to be includible in gross income to the extent 
that such allowances constitute compensation.* 

It is to be noted that the section does not specify that the taking 
of meals on the business premises must be a condition of employ- 
ment. Presumably, the distinction was intentional, and the value 
of meals furnished in an office lunch room will be exempt even 
though the employee is unable to establish that he is required to 
eat lunch on the premises. 


10. DistrisutTion or Stock anp Stock Rieuts 


Under section 305 of the 1954 Code it is provided that, except 
where the distribution is in lieu of money, gross income shall not 
include the amount of any distribution of its stock or rights to 
acquire its stock made by a corporation to its shareholders. This 
change over prior law reflects a new Congressional policy of ‘‘al- 
lowing the distribution of equity interests in a corporation as a 
dividend to the greatest extent possible.’’ ** Such policy is justi- 
fied by Congress on the ground that ‘‘As long as a shareholder’s 
interest remains in corporate solution there is no appropriate oc- 
casion for the imposition of a tax.’’ ** The new rule eliminates for 
the future the problem whether a particular shareholder’s propor- 
tionate interest in the corporation is altered by the distribution of 
the stock or rights, which gave rise in the past to such cases as 
Koshland v. Helvering * and Wiegand v. Commissioner.®® 

The above exclusion from gross income does not apply where 
the distribution is (a) in discharge of preference dividends for the 
taxable year or the preceding year or (b) at the election of any of 
the shareholders, payable either in stock or rights, or in property, 
including cash. 

Stocks other than common stock issued with respect to common 
stock, which is distributed as a tax-free stock dividend under sec- 
tion 305, may fall into the category of section 306 stock, with the 
result that (a) on disposition other than by redemption any gain 
may be treated as gain from the sale of property which is not a 
capital asset to the extent of the stock’s ratable share of earnings 
and profits of the issuing corporation at the time of distribution, 
and (b) on redemption the amount realized may be treated as a 


85 Td. at 190-191. 

86 Td. at 44. 

87 Ibid. 

88 298 U.S. 441 (1936). 

89 194 F.2d 479 (3d Cir. 1952). 
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distribution of property to which section 301 applies so that ordi- 
nary dividend treatment will obtain to the extent that there are 
earnings and profits attributable to the stock when redeemed.” 


11. DistripuTION or APPRECIATED PROPERTY 


Section 311(a)(2) of the 1954 Code incorporates into the statute 
the rule of the General Utilities * case that a corporation does not 
realize gain or loss by reason of the distribution of its properties 
to stockholders, regardless of the fact that its value to the corpora- 
tion may be greater or less than the adjusted basis of the property. 

Section 311(b) sets forth an exception to the above rule in the 
ease of LIFO inventory and provides that the excess of the inven- 
tory amount under an inventory method other than LIFO over the 
inventory amount under LIFO shall be treated as gain recognized 
to the distributing corporation on the sale of inventory. 

Section 311(c) sets forth another exception, namely, that gain 
shall be recognized to the corporation where property is distributed 
subject to a liability, or the shareholder assumes a liability of the 
corporation, in excess of the adjusted basis of the property in the 
hands of the corporation. Where the liability is not assumed by the 
shareholder, the gain is limited to the excess of fair market value 
over basis. 

Where property is distributed other than to stockholders or is 
distributed to shareholders in another capacity (as a creditor, for 
example), the above general rule is inapplicable. Also, the Senate 
Finance Committee Report makes clear that it is not the intention 
to change pre-existing law ‘‘with respect to attribution of income 
of shareholders to their corporation.’’ 


12. Satz or Treasury Stock 


For many years the Treasury Regulations have provided that 
‘*if a corporation deals in its own shares as it might in the shares 
of another corporation, the resulting gain or loss is to be computed 
in the same manner as though the corporation were dealing in the 
shares of another.’’ ** This provision has resulted in a considerable 
amount of litigation involving corporations which have acquired 


90 The operation of section 306 is not within the scope of this paper. 

91 General Utilities and Operating Company v. Helvering, 296 U.S. 200 (1935). 

92 §. Rep. No. 1622, supra note 21, at 247. See also Final Reg., Sec. 1.311-1(a), T.D. 
6152, 1955 Int. Rev. Buty. No. 50, at 39-40. 

93 Reg. 111, See. 29.22(a)-15. The language was first promulgated in 1934. 
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their own stock and resold it. The Commissioner has generally 
taken the position that the resale by a corporation of its treasury 
stock necessarily involves dealing with its own stock as it would 
with the stock of another corporation, and he has had some support 
from the courts.” 

In order to ‘‘remove the uncertainties’’ of existing law, Congress 
provided in section 1032 of the 1954 Code that ‘‘no gain or loss 
shall be recognized to a corporation on the receipt of money or 
other property in exchange for stock (including treasury stock) of 
such corporation.’’ In November, 1955 the Supreme Court affirmed 
the decision of the Court of Claims in the Anderson, Clayton & 
Co.” case, which had rejected the Commissioner’s contention that 
the test of taxability is whether the reacquired snares are resold 
or are retired and new shares issued. Thus, while section 1032 has 
removed the uncertainties for the future, the Supreme Court has 
removed at least some of the uncertainties with respect to open 
taxable years covered by the 1939 Code. 


13. Sate or Corporate Property FoLtLowep sy LiquIpaTION 


While not strictly affecting the concept of taxable income, one of 
the most important changes made by the 1954 Code is that em- 
braced in section 337. It provides that no gain or loss shall be recog- 
nized to a corporation from the sale or exchange of its property if 
it first adopts a plan of complete liquidation and such sale or ex- 
change takes place within the 12-month period beginning on the 
date of adoption of such plan. The purpose of this provision, as 
stated in the Senate Finance Committee Report, is to eliminate 
the problem of determining whether the corporation or the stock- 
holders made the sale of corporate property incident to its com- 
plete liquidation, as exemplified by such cases as Commissioner v. 
Court Holding Company ™ and United States v. Cumberland Pub- 
lic Service Company.®* The Finance Committee states, ‘‘The result 
of these two decisions is that undue weight is accorded the formali- 
ties of the transaction and they, therefore, represent merely a trap 


94 Z.g., Comm’r vy. Batten, Barton, Durstine & Osborne, Inc., 171 F.2d 474 (2d Cir. 
1948) ; Comm’r v. H. W. Porter and Co., 187 F.2d 939 (3d Cir. 1951). 

95 United States v. Anderson, Clayton & Co., 350 U.S. 55 (1955), affirming 122 F.Supp. 
837 (1954). 

96S, Rep. No. 1622, supra note 21, at 48-49, 258-259. 

97 324 U.S, 331 (1945). 

98 338 U.S. 451 (1950). 
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for the unwary.’’ * The effect of the new statute is that only one 
tax will be collected, which will be at the stockholder level. 

While the statute is ostensibly intended as a relief provision, it 
may, since it denies the recognition of gain or loss where the statu- 
tory requirements are met, result in the disallowance of a loss to 
the corporation where its property is sold for less than the ad- 
justed basis. Thus, where it is desired to preserve the loss, care 
must be taken not to bring the sale within the provisions of sec- 
tion 337, that is, by delaying the liquidation beyond the 12-month 
period. 

There is excluded from the operation of section 337 stock in trade 
of the corporation or other property properly includible in inven- 
tory and property held primarily for sale to customers in the ordi- 
nary course of business; also excluded are installment obligations 
acquired in respect of the sale or exchange of such property and 
installment obligations acquired in respect of other property sold 
or exchanged before the date of adoption of the plan of liquidation. 
Notwithstanding the foregoing, non-recognition treatment is ac- 
corded to inventory sold or exchanged to one person in one transac- 
tion and to installment obligations acquired in respect of such a 
sale or exchange. 

A further limitation is that non-recognition shall not apply to 
any sale or exchange made by a collapsible corporation as defined 
in section 341(b) or by a corporation to which section 333 (liquida- 
tions in one calendar month) applies. In the case of a corporation 
to which section 332 (liquidation of subsidiaries) applies, section 
337 is not applicable unless the basis of the assets received by the 
parent in liquidation is determined under section 334(b)(1), em- 
bracing the Kimball-Diamond rule, in which event section 337 has 
limited application.” 


14. Corporate REORGANIZATIONS 


While the law respecting corporate reorganizations has a bear- 
ing on the concept of taxable income, the reorganization provisions 
deal more with the postponement of the recognition of gain than 
with the question whether income is or is not realized. Hence, any 
general discussion of Subchapter C has been omitted. 


99S. Rep. No. 1622, supra note 21, at 49. 

100 In such case section 337 applies only to that portion of the gain arising from the 
sale of any asset which is not greater than the excess of that portion of the basis of 
the stock of the liquidating corporation in the hands of the distributee, allocated under 
Regulations, to the property sold or exchanged, over the adjusted basis of such property. 
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15. Income FroM EMBEZZLEMENT AND OTHER InLEGAL Acts 


The foregoing developments in connection with the statutory 
provisions relating to gross income are perhaps of somewhat less 
significance than the developments and refinements during the last 
few years in the judicial concept of taxable income. However, in the 
field of illegal income these latter developments indicate that the 
Supreme Court, lacking a universal touchstone, is still struggling 
with the problem of trying at least to achieve a consistent rationale. 

In United States v. Sullivan’ the Supreme Court some years 
ago held that a taxpayer deriving profits from the sale of liquor in 
violation of the Federal Prohibition Act was taxable thereon, say- 
ing that it could not see ‘‘any reason why the fact that a business 
is unlawful should exempt it from paying the taxes that if lawful 
it would have to pay.’’ In 1946, however, the Court handed down 
a decision in Commissioner v. Wilcox, involving the taxability of 
money embezzled by a bookkeeper from his employer, in which it 
held that such embezzled funds did not fall within the scope of sec- 
tion 22(a) of the 1939 Code. In an opinion by Murphy, J., the Court 
pointed out that under Nevada law all right, title, and interest in 
the money rested with the employer, .and it therefore concluded 
that the taxpayer had not received any taxable income from the 
embezzlement : 1° 

Without some bona fide legal or equitable claim, even though it be con- 


tingent or contested in nature, the taxpayer cannot be said to have received 
any gain or profit within the reach of Section 22(a). 


The Court added that sanctioning a tax under the circumstances 
would serve only to give the United States an unjustified prefer- 
ence as to part of the money which rightfully and completely be- 
longed to the employer. 

Burton, J., filed a dissenting opinion in the Wilcox case, express- 
ing the view that the gains in question fell within the broad sweep 
of section 22(a) and constituted ‘‘gains . . . from any source what- 
ever.’’ 1°* He contended that the majority decision read into the 
section an unjustified distinction between an embezzler and one who 
obtained funds by extortion, fraud, or usury. This view seems 
sound. Moreover, there does not appear to be any reason why an 


101 274 U.S. 259 (1927). 

102 327 U.S. 404 (1946). 

103 Jd. at 408. In G.C.M. 24945, 1946-2 Cum. BuLL. 27, it was held that the pro- 
ceeds of embezzlement may become income if the offense has been condoned. In such 
case the embezzler would have a claim of right. 

104 Supra note 102, at 410-411. 
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embezzler should be placed in a more favored position than one 
who lawfully receives income under a claim of right and later has 
to return it.?” In the Wilcox case the Supreme Court seems to have 
ignored the oft-quoted statement in Corliss v. Bowers ' that ‘‘tax- 
ation is not so much concerned with the refinements of title as it is 
with actual command over the property taxed.’ ?” 

In 1952 Burton, J., became one of the majority of five Justices 
who held in the Rutkin 1 case that one who exterted money from 
his victim through false claims, harassing demands, and threats of 
death must include the fruits of his unlawful gains in gross in- 
come. The Court had granted certiorari in this case to pass upon 
‘*the alleged conflict’’ with the Wilcox case. In holding that Rutkin 
was taxable, the majority distinguished and dismissed the Wilcox 
case in two brief sentences: *° 


We do not reach in this case the factual situation involved in Commis- 
sioner v. Wilcox, 327 U.S. 404. We limit that case to its facts. 


In holding the proceeds of extortion taxable, the Court stated 
that an unlawful gain, as well as a lawful one, constituted taxable 
income ‘‘when its recipient has such control over it that, as a prac- 
tical matter, he derives readily realizable economic value from it.’’ 
This oceurs, the Court continued, ‘‘when cash, as here, is delivered 
by its owner to the taxpayer in a manner which allows the recipient 
freedom to dispose of it at will, even though it may have been ob- 
tained by fraud and his freedom to use it may be assailable by 
someone with a better title to it.’’ The Court concluded by saying 
that it thought the power of Congress to tax these receipts as in- 
come under the Sixteenth Amendment was ‘‘unquestionable’’ and 
that the broad language of section 22(a) supported the declaration 
of the Court that Congress, in enacting that section, exercised its 
full power to tax income. 

In a dissenting opinion, written by Black, J., and concurred in 
by Reed, Frankfurter, and Douglas, J.J., it was argued that one 
who extorted money was in no different position than one who em- 
bezzled money, as in the Wilcox case, since he also had neither legal 
nor equitable title to the money and was under a continuing obli- 
gation to return it to its owner. 

In view of the fact that the Rutkin case was decided by a divided 


105 Cf. North American Oil Consolidated v. Burnet, 286 U.S. 417 (1932). 
106 281 U.S. 376 (1930). 

107 Id. at 378. 

108 Rutkin v. United States, 343 U.S. 130 (1952). 

109 Jd, at 138. 
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court and that the Wilcox case stands though confined to its facts, 
it is an understatement to say that the judicial law respecting 
illegal income is unsettled. The Supreme Court recently had an 
opportunity to clarify the matter when the Government petitioned 
for a writ of certiorari in the case of Estate of Jacob J. Dia v. 
Commissioner,” involving the question whether the deceased tax- 
payer realized taxable income when he secretly misappropriated 
for his own use and benefit funds from a family-owned corporation 
in which he had a beneficial interest and over which he, as presi- 
dent and treasurer, exercised complete domination and control. 
The Second Circuit Court, reversing the Tax Court, held that Dix 
did not receive taxable income, saying that a ‘‘simple case of em- 
bezzlement’’ was involved and that the Wilcox case was controlling. 
The petition for certiorari ™! cited a conflict with the Third Cireuit 
Court’s decision in Kann v. Commissioner,” involving similar cir- 
cumstances, where Wilcox was held to be distinguishable on the 
facts and the taxpayer to have received income under the rule of 
the Rutkin case. The petition also referred to the ‘‘ well-founded 
uncertainties that exist in the lower courts whether Rutkin and 
Wilcox ean be reconciled.’’ *% 

In view of the refusal of the Supreme Court to grant the writ," 
one can sympathize with the lament of Johnsen, J., in Marienfeld 
v. United States: ‘‘I don’t think anyone can be absolutely sure, on 
the basis of the Rutkin case, ... and the Wilcox case, . . . just 
what the law objectively is on the general question that is here 
involved.’’ 1° 

From the standpoint of the victim, it seems unfair that the Gov- 
ernment’s claim for taxes should prevail over his own claim for 
return of the funds, unless the act of the wrongdoer—whether he 
be an embezzler or an extortionist—has been condoned. 

Taking note of the uncertain state of the law regarding illegal 
gains, the American Law Institute Federal Income Tax Statute in- 
cluded a suggested section specifically including in the definition of 
gross income ‘‘Proceeds of bribery, blackmail, extortion, embezzle- 
ment, theft, or other illegal acts.’’ 1*° It was there stated that in the 


110 223 F.2d 436 (2d Cir. 1955), cert. denied, Nov. 14, 1955. 

111 Id. petition for certiorari, p. 9. 

112 210 F.2d 247 (3d Cir. 1953), cert. denied, 347 U.S. 967 (1954). 

113 Supra note 111. See generally, Gelfand, ‘‘ Wilcox’’ or ‘‘ Rutkin’’—Is the Fog Lift- 
ing?, 34 Taxes 109 (1956). 

114 Estate of Jacob J. Dix v. Comm’r, cert. denied, Nov. 14, 1955. 

115 214 F.2d 632, 639 (8th Cir. 1954). : 

116 ALI, op. cit. supra note 16, § X105(b) (20), comments 196. 
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absence of the specific inclusion of these items their tax status 
might, under certain circumstances, have to be determined by liti- 
gation.""7 Congress apparently was content to leave them in this 
posture, as it did not act favorably on the recommendation. 


17. Empuoyee Stock Options 


The Supreme Court’s recent action in granting a writ of certio- 
rari in the LoBue 8 case should do much to clarify the tax status 
of employee stock options given under the 1939 Code prior to the 
enactment in 1950 of section 130A, providing special tax treatment 
for so-called restricted options meeting certain requirements. Spe- 
cifically, this case tests the validity of T.D. 5507,"° which was pro- 
mulgated following the Supreme Court’s decision in the Smith ° 
case, and which, together with I.T. 3795,'*! treats all employee stock 
options as compensatory. 

While the issue is not directly before the Supreme Court, it is 
possible also that some hint may be given in its decision in the 
LoBue case whether the enactment of section 130A (which is con- 
tinued with some modifications in the 1954 Code as section 421) im- 
plied a Congressional purpose to subject to tax upon exercise all 
‘‘bargain purchase’’ options not qualifying as ‘‘restricted’’ op- 
tions. 

In the LoBue case the option was given under a general plan for 
the benefit of certain key employees, its stated purpose being to pro- 
vide an incentive to such employees and to permit them to partici- 


117 Id. at 194-195. The specific inclusion in gross income of the proceeds of embezzle- 
ment would have involved the overruling by statute of the Wilcox ease. In this connec- 
tion, the comment of the authors of the ALI, Frep. Income Tax Star. (Feb. 1954 
Draft), is of interest: ‘‘The Wilcox decision stands, but it has been limited to its 
facts. There could be no justification for embodying this result in the statute. The draft 
instead overrules the Wilcox case. This will prevent the growth of a series of con- 
flicting precedents. The lower courts will no longer have difficulties when faced with 
other illegal activities, such as swindling (Akers v. Scofield, 167 F.2d 718 (5th Cir. 
1948)), or diversion of corporate funds by the principal stockholder-officer (Currier v. 
United States, 166 F.2d 346 (1st Cir. (1948), and United States v. Chapman, 168 F.2d 
997 (7th Cir. 1948)). It is believed desirable to tax such proceeds, permitting a sub- 
sequent deduction to the embezzler if he repays the funds, rather than to have em- 
bezzlement (and perhaps a few other activities) treated differently (and more favor- 
ably) from other illegal acts. The collection provisions will have to be examined to 
assure that the person from whom the proceeds were embezzled is properly protected 
vis-a-vis the tax collector.’’ 

118 Comm’r v. LoBue, 223 F.2d 367 (3d Cir. 1955). Certiorari was granted Nov. 14, 
1955. 

119 1946-1 Cum. BULL. 18. 

120 Comm’r v. Smith, 324 U.S. 177 (1945). 

121 1946-1 Cum. BuLt. 15. 
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pate in the success of the corporation. The stock was to be allocated 
to the employees over a period of three years, and such allocation 
was made annually on the basis of the employee’s contributions 
and effort in making the operations of the corporation successful. 
The option price was $5 per share as against a fair market value 
of the stock of $4.50 when the options were authorized. 

The Tax Court refused to uphold the Commissioner’s contention 
that income had been realized on exercise of the option to the extent 
that the value of the stock at that time exceeded the option price, 
holding that the options had been granted to LoBue not as addi- 
tional compensation but to give him a proprietary interest in the 
corporation.’ The Treasury Regulations, as amended by T.D. 
5507, were held to be invalid. 

On the Commissioner’s appeal to the Third Circuit Court, that 
Court affirmed the Tax Court in a unanimous opinion, stating that 
a factual issue was involved which it was the peculiar responsi- 
bility of the Tax Court to resolve.’*? The opinion noted that the 
Smith case dealt with an option which was admittedly compensa- 
tory; also that the Supreme Court did not hold that the exercise 
of any stock option given to an employee may result in taxable gain 
even though given to enable him to acquire a proprietary interest 
and not as compensation. The Court rejected the Commissioner’s 
contention that in any case his amended Regulations did not go 
beyond the scope of section 22(a) of the 1939 Code, saying that the 
Regulations in effect prior to T.D. 5507, which taxed stock options 
only to the extent that the benefit was in the nature of compensa- 
tion, and which had been applied in many court decisions, con- 
formed to section 22(a) rather than to T.D. 5507. The gist of the 
Court’s reasoning that stock options do not necessarily involve 
compensation is found in the following: ** 

In a great many such cases the immediate economic benefit to the em- 
ployee is minor, incidental and, often, quite fortuitous. Such transactions 
are, however, not gifts for there is a very real consideration to the corpora- 
tion, the continued interest of a key employee. There are, of course, other 
cases in which the element of compensation is the important one. But the 
fact that there is an element of immediate economic benefit does not exclude 
the conclusion that the option was given solely to provide the employee with 


a proprietary interest and that the immediate benefit was purely incidental 
and not compensatory. 


122 Philip J. LoBue, 22 T.C. 440 (1954). 
123 Supra note 118, at 371. 
124 Td. at 370. 
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The Court introduced the foregoing with the statement, ‘‘It is 
denying the facts of economic life to assert that every grant of a 
stock option to a corporation’s employee is necessarily additional 
compensation to the extent that at the time of exercise the market 
value of the stock exceeds the option price.’’ There are many who 
would say that the Court itself was ignoring the economic facts of 
life in thinking that employee stock options are ever given except 
as a measure of additional compensation, and they undoubtedly 
have in mind the statement of the Supreme Court in the Smith case 
that ‘‘Section 22(a) of the Revenue Act is broad enough to include 
in taxable income any economic or financial benefit conferred on 
the employee as compensation, whatever the form or mode by which 
it is effected.’’ *”° 


In the Smith case the option had no value when given, and with 
respect to this fact the Supreme Court said: '*° 

Hence the compensation for respondent’s services, which the parties con- 
templated, plainly was not confined to the mere delivery to respondent of 
an option of no present value, but included the compensation obtainable by 
the exercise of the option given for that purpose. It of course does not 
follow that in other circumstances not here present the option itself, rather 
than the proceeds of its exercise, could not be found to be the only intended 
compensation. 


The emphasis of the Court on the intent of the parties seems to 
suggest that this is the controlling factor in determining whether 
or not the option is compensatory. While this is a slender thread 
on which to hang the widely divergent tax consequences flowing 
from the determination of this question, it perhaps has some justi- 
fication in view of the fact that generally speaking ‘‘one does not 
subject himself to income tax by the mere purchase of property, 
even if at less than its true value.’’ ** Income has been held to re- 
sult in such eases only when, because of the relationship of the par- 
ties, the bargain purchase can be construed as compensation to an 
employee '*8 or a dividend to a stockholder.” It is to be noted that 
in the Smith case, in suggesting that section 22(a) of the 1939 Code 


125 Supra note 120, at 181. 

126 Td. at 181-182. 

127 Palmer v. Comm’r, 302 U.S. 63, 69 (1937). 

128 As in Connolly’s Estate v. Comm’r, 135 F.2d 64 (6th Cir. 1943). See also Me- 
Namara v. Comm’r, 210 F.2d 505 (7th Cir. 1954). But ef. Comm’r v. Stone’s Estate, 
210 F.2d 33 (3d Cir. 1954). 

129 As in Timberlake v. Comm’r, 132 F.2d 259 (4th Cir. 1942). But cf. Palmer v. 
Comm ’r, supra note 127, holding that no taxable gain resulted from the issuance and 
exercise of rights to subscribe for stock where the option price was fair when fixed. 
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was broad enough to include ‘‘any economic or financial benefit 
conferred on the employee,’’ the Supreme Court limited its state- 
ment to such benefits conferred ‘‘as compensation.’’ **° 

If the Supreme Court should affirm LoBue, the pre-1950 law 
would be left where it was before T.D. 5507, but the status of op- 
tions granted after 1950 and not qualifying as ‘‘restricted’’ options 
under the statute would still be left in doubt. When section 130A 
was added to the 1939 Code it was stated in the Senate Finance 
Committee Report that ‘‘Options which do not qualify as ‘re- 
stricted stock options’ will continue to be taxed as under existing 
law.’’ #8! It may be argued, nevertheless, that having specified the 
terms under which employee stock options should be given special 
tax treatment, Congress impliedly declared that all stock options 
issued subsequent to 1950 which do not meet the definition of ‘‘re- 
stricted’’ options are to be taxable on exercise.’* In the alterna- 
tive, it may be argued that in any event such options fall within the 
broad language of section 61 defining gross income and are not 
within any statutory exemption or exclusion. As contended by the 
Commissioner in his petition for certiorari in the LoBue '* case, 
employee stock options are generally related to the services of em- 
ployees, both past and future, and the gain therefore may be said 
to have all the indicia of compensation. It is difficult to quarrel 
with this analysis. However, the Senate Finance Committee Report 
on the 1950 Act clearly indicated a belief that stock options were 
sometimes given for incentive rather than compensatory purposes. 
The Report noted that the then existing Treasury Regulations 
‘‘impede the use of the employee stock option for incentive pur- 
poses’’ and stated that the special treatment was limited to ‘‘re- 
stricted’’ options so as to exclude cases ‘‘where the option is not 
a true incentive device.’’ ** 


130 Supra p. 356. Cf. Bogardus v. Comm’r, 302 U.S. 34 (1937), which indicates that 
whether a payment by B corporation to former employees of A corporation (made at 
the instance of the stockholders of B corporation, who were formerly stockholders of A 
corporation) was a gift or compensation for past services was dependent upon the inten- 
tion of the parties rather than on the presence or absence of consideration. 

131 §, Rep. No. 2375, 81st Cong., 2d Sess. 60 (1950). 

132 In his petition for certiorari in the LoBue case, the Commissioner argued (pp. 
15-16) that the ‘‘proprietary interest’’ test used by the Court of Appeals to justify its 
conclusion that no income is realized is broad enough to defeat the Congressional pur- 
pose of granting some special tax benefits only when the prescribed conditions have 
been met, and that if its view is correct there will be no need of complying with the 
statute where the motive is one of granting a proprietary interest. 

133 Comm’r v. LoBue, supra note 118, petition for certiorari, p. 15. 

134 §, Rep. No. 2375, supra note 131, at 59-60. 
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18. Exempiary Damaces, WINDFALLS, AND Srm1Lar RECEIPTS 


As previously indicated, the Supreme Court has long regarded 
the statutory definition of gross income as evidencing an intention 
on the part of Congress to exert to the fullest extent its constitu- 
tional power to tax incomes.’* But even if we accept the fact that 
Congress desires to tax every economic gain that it can constitu- 
tionally reach, except those items which it has by statute excluded 
from gross income, it is clear that the courts have not yet gone so 
far as to hold that all economic gain constitutes income in the con- 
stitutional sense. However, at least a step in this direction has been 
taken by the Supreme Court in two recent cases involving certain 
categories of receipts which may be loosely classified as ‘‘wind- 
falls.’’ 

In the first of the aforementioned cases, Commissioner v. Glen- 
shaw Glass Co. and William Goldman Theatres, Inc.,*° the Court 
held that punitive damages, which for many years had been con- 
sidered, on the basis of certain lower court decisions,'** to be beyond 
the scope of the statutory definition of gross income, were taxable 
under the ‘‘catch-all’’ clause of section 22(a) of the 1939 Code. 
In the second ease, General American Investors Co. v. Commis- 
sioner,'** it held a corporation to be taxable under the same residual 
clause on ‘‘insider’s profits’? required to be paid over to it under 
section 16(b) of the Securities Exchange Act of 1934, as made 
applicable by section 30(f) of the Investment Company Act of 
1940. Because of the importance of these decisions and their effect 
upon the shaping of the judicial concept of taxable income, a care- 
ful examination into the considerations which influenced the Court 
in arriving at the aforementioned decisions is in order.’* 

(a) The Glenshaw and Goldman cases. The Glenshaw decision 
actually involved two different cases, with independent factual 
backgrounds, which presented the same issue. Each had originated 
in the Tax Court *° and had been appealed to the Third Circuit 


135 See p. 331 supra. 

136 348 U.S, 426 (1955). 

137 See note 148 infra. 

138 348 U.S. 434 (1955). 

139 For comments on these decisions, see Note, 43 Cauir. L. Rev. 540 (1955); Note, 9 
Sw. L.J. 352 (1955) ; Note, 1 Wayne L, REv. 233 (1955); Note, 69 Harv. L, REv. 195 
(1955). 

140 Glenshaw Glass Co., 18 T.C. 860 (1952); William Goldman Theatres, Inc., 19 T.C. 


637 (1953). 
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Court, where they were consolidated for purposes of argument and 
decision.*** 

In the Glenshaw case, the glass company had successfully carried 
on litigation against Hartford-Empire Company, alleging that it 
had been barred by an injunction, fraudulently obtained by Hart- 
ford, from using certain glass-making machinery. Among the 
claims advanced by Glenshaw were demands for exemplary dam- 
ages for fraud and treble damages for injury to its business by 
reason of Hartford’s violation of the federal anti-trust laws. The 
Third Cireuit Court had directed the District Court to assess both 
compensatory and punitive damages, but Hartford thereupon made 
a settlement with Glenshaw in the amount of approximately $813,- 
000. In litigation over the taxable status of this receipt by Glen- 
shaw, the Tax Court held that so much of the settlement as had 
been equated with compensatory damages was subject to tax as 
ordinary income and that the portion of the payment in lieu of puni- 
tive damages '*? did not constitute taxable income under the Code.*** 

In the companion Goldman case, the theatre company had been 
awarded treble damages of $375,000 in a civil proceeding under 
section 4 of the Clayton Act. For federal income tax purposes it 
reported as income only one-third of the judgment. It was upheld 
by the Tax Court on the ground that the other two-thirds repre- 
sented punitive damages and therefore did not constitute taxable 
income.*** 

On the appeal of the two cases to the Third Circuit, the Court 
heard them en banc and in a unanimous opinion by Biggs, C.J., 
affirmed the judgment below, holding that punitive damages were 
not income ‘‘within the terms of common speech’’ and therefore 
did not constitute taxable income under the statute.** The Supreme 
Court granted the Government’s petition for certiorari ‘‘ Because 
of the frequent recurrence of the question and differing interpreta- 
tions by the lower courts of this Court’s decisions bearing upon 
the problem. . . .’’ ** It was conceded by both respondents that 


141 211 F.2d 928 (3d Cir. 1954). 

142 Determined by the parties to be $324,529.94. 

143 Supra note 140. 

144 Supra note 140. 

145 211 F.2d at 933. Following the Third Cireuit Court’s decision, the Seventh Cireuit 
Court held in Comm’r v. Obear-Nestor Glass Co., 217 F.2d 56 (7th Cir. 1954), that puni- 
tive damages constituted taxable income. The taxpayer filed a petition for certiorari while 
the Glenshaw case was before the Supreme Court. 

146 Comm’r v. Glenshaw Glass Co. and William Goldman Theatres, Inc., supra note 136, 
at 427. 
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there was no constitutional barrier to the imposition of a tax on 
punitive damages; hence, the question presented to the Court was 
solely one of statutory construction: Were the payments compre- 
hended within the definition of gross income as set forth in section 
22(a) of the 1939 Code? 

In its argument before the Supreme Court, the Government based 
its case for taxability on the ground that punitive damages fell 
within the category of ‘‘gains ... from any source whatever’’ and 
were not within any specific exemption.’** The brief in behalf of 
Glenshaw, on the other hand, relied principally on the Eisner v. 
Macomber definition of income, which was said not to comprehend 
such receipts as punitive damages.'** The argument in behalf of 


147 It avoided categorizing the receipt as ‘‘income,’’ stating that the word ‘‘gain’’ as 
used in the statute (which, it said, was valid under Article I of the Constitution) was 
controlling and not the word ‘‘income’’ as used in the Sixteenth Amendment, as Congress 
had the power from the beginning to tax income or gain and the Amendment merely re- 
moved the necessity for apportionment of any tax on gain from the property. The Gov- 
ernment brief asserted (p. 15) that the Court below had incorrectly stated the Govern- 
ment’s position to be that ‘‘any’’ money or property coming into the hands of any 
person is taxable as income unless specifically exempted, and thus to be a complete 
negation of the concept of source in relation to taxable income. This it refuted, saying 
that ‘‘source’’ determines whether money or property constitutes ‘‘gain’’ as distin- 
guished from capital or a return of capital. The brief put the Government’s position 
thus: ‘‘Congress has plainly imposed a tax on all gain received by the taxpayer (not 
ineluding return of capital), except such gain as has been by law specifically exempted 
from tax.’’ This assertion of the Government’s position would seem to be so all- 
encompassing as even to embrace gifts within the scope of taxable income were 
Congress to repeal the exemption, as to which possibility see pp. 368 ff. infra. The balance 
of the Government’s argument was largely directed to the point that the ZHisner v. 
Macomber definition of income was not controlling, in support of which it cited various 
decisions of the Court taxing receipts not falling within that definition, and to contesting 
the assumption of the Court below that there was a long-standing rule that punitive 
damages do not constitute taxable income. There was also a denial that the receipts 
could qualify as exempt gifts. 

148 They were, it was contended, ‘‘capital contributions by process of law.’’? Much 
reliance was also placed upon Central R. R. Co. of New Jersey v. Comm’r, 79 F.2d 697 
(3d Cir. 1935), which held that a penalty imposed by law upon a faithless fiduciary 
was not income to the corporate recipient, and upon Highland Farms Corporation, 42 
B.T.A. 1314 (1940), holding that an award of punitive damages did not constitute 
taxable income. It was argued that such long-standing rules should not be changed ex- 
cept by legislative action. The contention was also made that economic gain is not 
always taxable income, as made clear by many decisions of the Court. As a final argu- 
ment, counsel for Glenshaw contended that effect should be given to the doctrine laid 
down in Gould v. Gould, 245 U.S. 151 (1917), that tax statutes should not be extended 
by implication beyond the clear import of the language used and that in case of doubt 
they should be construed against the Government and in favor of the citizen. In the 
Government’s brief this latter argument was met with the contention that the Court, 
in various decisions, had said that the sweeping terms of the income tax statutes should 
be broadly construed in accordance with the obvious purpose of Congress to tax income 
comprehensively. 
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Goldman Theatres was mainly to the effect that despite repeated 
warnings from the courts that the term ‘‘income’’ did not embrace 
all economic gain, and despite decisions of the courts holding that 
punitive damages were not income, Congress had made no move 
to provide for the taxation of penalties, and the Treasury had not 
asked it to do so.**® 

With only one dissent * the Supreme Court held that the receipt 
of the exemplary or punitive damages constituted income under 
section 22(a). Rejecting the contention of Glenshaw and Goldman 
that punitive damages were not within the scope of the statute, the 
Court, speaking through Warren, C.J., asserted that the statutory 
language had been used by Congress to exert the full measure of 
its taxing power and that it had applied no limitations as to the 
source of taxable receipts or restrictive labels as to their nature. 
The Court noted that it has given liberal construction to this broad 
phraseology in recognition of the intention of Congress to tax all 
gains except those specifically exempted, and in this connection, 
reference was made to such decisions as Heivering v. Bruun,’™ 
United States v. Kirby Lumber Company,’ and others. These deci- 
sions, the Court said, demonstrated that it could not but ascribe 
content to the catch-all provision of section 22(a), ‘‘ gains or profits 
and income derived from any source whatever.’’ 

The Court went on to reject the contention of the taxpayers that 
a narrower reading of section 22(a) was required by the Court’s 
characterization of income in Eisner v. Macomber as ‘‘the gain 
derived from capital, from labor, or from both combined,”’ explain- 
ing that the Court was there endeavoring to determine whether 
the distribution of a corporate stock dividend constituted a real- 
ized gain to the shareholder or changed ‘‘only the form, not the 
essence’’ of his capital investment. In that context, said the Chief 


149 The Goldman brief also made a point of the fact that in the 1954 Code the word 
‘*gains,’’ on which the Government was relying, had been eliminated from the definition 
of gross income as a measure of simplification but without any intention to change the 
content of income as it obtained under section 22(a) of the 1939 Code. Thus, it was 
argued, Congress regarded the words ‘‘ gains’’ and ‘‘profits’’ in section 22(a) as adding 
nothing to its over-all meaning. As in the Glenshaw brief, reliance was also placed on 
the Eisner v. Macomber definition of income as excluding punitive damages from tax. 
Such a receipt, it was said, was not derived from anything the taxpayer or its capital 
had produced but rather was a ‘‘payment exacted by law to penalize a lawbreaker for 
his infraction.’’ 

150 By Douglas, J., without opinion. Harlan, J., took no part in the consideration or 
decision of the case. 

151 309 U.S. 461 (1940). 

152 284 U.S. 1 (1931). 
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Justice, the definition ‘‘served a useful purpose.’’ ‘‘But it was not 
meant,’’ he added, ‘‘to provide a touchstone to all future gross 
income questions.’’ The gist of the Supreme Court’s opinion is 
found in the first sentence of the following: *** 


Here we have instances of undeniable accessions to wealth, clearly real- 
ized, and over which the taxpayers have complete dominion. The mere fact 
that the payments were extracted from the wrongdoers as punishment for 
unlawful conduct cannot detract from their character as taxable income to 
the recipients. Respondents concede, as they must, that the recoveries are 
taxable to the extent that they compensate for damages actually incurred. 
It would be an anomaly that could not be justified in the absence of clear 
congressional intent to say that a recovery for actual damages is taxable 
but not the additional amount extracted as punishment for the same con- 
duct which caused the injury. And we find no such evidence of intent to 
exempt these payments. 


The Court next took up and rejected the contention of Glenshaw 
and Goldman that the re-enactment of section 22(a) without change 
since the Board of Tax Appeals held punitive damages non-taxable 
in Highland Farms Corporation ™ indicated Congressional satis- 
faction with that holding. The opinion stated that ‘‘ Re-enactment 
—particularly without the slightest affirmative indication that Con- 
gress ever had the Highland Farms decision before it—is an unre- 
liable indicium at best.’’ Moreover, it said, the Commissioner had 
promptly published his non-acquiescence in this portion of the 
Highland Farms decision; ‘‘It therefore cannot be said with certi- 
tude that Congress intended to carve an exception out of § 22(a)’s 
pervasive coverage.’’ 


153 Comm’r v. Glenshaw Glass Co. and William Goldman Theatres, Inc., supra note 
136, at 431. 

154 Supra note 148. 

155 Comm’r v. Glenshaw Glass Co. and William Goldman Theatres, Inc., supra note 
136, at 432. It is a little-known fact that during the drafting of H.R. 8300 (The In- 
ternal Revenue Code of 1954) by the House Ways and Means Committee, the Committee 
considered and rejected a provision, as section 68, of ‘‘ Confidential Committee Print 
No. 1,’’ dated Jan. 20, 1954, which provided: ‘‘Gross income does not include amounts 
received as punitive damages.’’ The explanation accompanying the proposal, presented 
by Colin F. Stam, Chief of Staff of the Joint Committee on Internal Revenue Taxation, 
stated that proposed section 68 was a ‘‘new section designed to codify the decision of 
the Tax Court in Goldman Theatres, Inc.’’ This information was supplied to the Supreme 
Court in a supplemental memorandum submitted by the Solicitor General following the 
oral argument in the Glenshaw and Goldman cases, in conformity with the Court’s 
request for a memorandum setting forth the administrative practice as to the taxability 
of payments of punitive damages and certain other types of gains. See Supplemental 
Memorandum for the Petitioner, pp. 8-9. ALI, Fep. IncoME Tax Srat. (Feb. 1954 
Draft), recommended that punitive, as distinguished from compensatory, damages for 
personal labor be includible in gross income. Id. comments 202. 
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Finally, the Court adverted to the legislative history of the 1954 
Code, with its reiteration of the proposition that statutory gross 
income is ‘‘all-inclusive’’ which, the Court said, gave no support 
to the taxpayer’s position. After stating that ‘‘Certainly punitive 
damages cannot reasonably be classified as gifts’’ and that they did 
not come within any other exemption provision in the Code, the 
Court concluded: **° 

‘We would do violence to the plain meaning of the statute and restrict a 
clear legislative attempt to bring the taxing power to bear upon all receipts 
constitutionally taxable were we to say that the payments in question here 
are not gross income.”’ 


(b) The General American Investors case. In the General Ameri- 
can Investors case,’ decided the same day as the Glenshaw case, 
the specific question presented was whether a payment is taxable 
as gross income under section 22(a) of the 1939 Code when received 
by a corporation pursuant to the ‘‘insider profits’’ provisions of 
the Securities Exchange Act of 1934, as made applicable by section 
30(f) of the Investment Company Act of 1940. The case came be- 
fore the Court on the taxpayer’s petition for certiorari, both the 
Tax Court and the Second Circuit Court having held the amount 
constituted gross income in the hands of the corporation. Lower 
court decisions in other cases had been to the same effect.’* 

General American in its brief was careful to point out to the 
Court the precise nature of the section 16(b) payment and noted 
the fact that the receipt of this payment by the corporation re- 
sulted from no act, effort, or activity on its part in pursuit of gain; 
also that it was not in substitution for, or replacement of, any 
corporate loss of property or in exchange for any considera- 
tion moving from the corporation. Such payment, it was con- 
tended, resembled ‘‘legally enforced capital contributions for the 
benefit of stockholders’’ and was akin to an increase in the sub- 
scription price of the newly issued stock which had been acquired 
from the corporation by the ‘‘insiders’’—a non-taxable receipt to 
the corporation.’ 


156 Id. at 432-433. 

157 General American Investors Co. v. Comm’r, supra note 138. 

158 Park & Tilford Distillers Corp. v. United States, 107 F.Supp. 941 (Ct.Cl. 1952), 
cert. denied, 345 U.S. 917 (1953); Noma Electric Corp., 12 TCM 1 (1953), appeal dis- 
missed, 2a Cir. The petition for certiorari alluded to a conflict between these decisions 
and the decisions of the lower courts in the Glenshaw and Goldman cases. 

159 General American relied heavily on the decision of the Third Circuit Court in the 
Glenshaw case (then under review by the Supreme Court), saying that its reasons for 
holding punitive damages to be non-taxable were ‘‘strikingly applicable’’ to section 
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The Government stated in its brief that its position was fully set 
forth in the briefs filed in the Glenshaw case, to which reference 
was made. In summarizing the Government’s position, the conten- 
tion was made that the payments represented realized gain to the 
corporation; that it had unrestricted use of the funds; and that 
they were in no sense contributions to capital, payments to restore 
lost capital or compensation for any loss suffered, and were not 
gifts or any other type of gain specifically exempted. 

In a short opinion by the Chief Justice, who had also written 
the opinion in the Glenshaw case, the Supreme Court held the cor- 
poration taxable on the receipt of the ‘‘insiders’’ profits, thus af- 
firming the judgment below. After referring to the fact that the 
Court had the same day decided that the recovery of punitive dam- 
ages for fraud or anti-trust violation is reportable as gross income 
within the meaning of section 22(a), the opinion continued: *® 


The reasons which dictated that result are equally compelling here. We 
see no significant difference in the nature of these receipts which might make 
that ruling inapplicable. As in Glenshaw, the taxpayer realized the money 
in question free of any restrictions as to use. The payments in controversy 
were neither capital contributions nor gifts. Cf. Teras & Pacific R. Co. v. 
United States, 286 U.S. 285. There is no indication that Congress intended 
to exempt them from coverage. In accordance with the legislative design to 
reach all gain constitutionally taxable unless specifically excluded, we con- 
clude that the petitioner is liable for the tax and the judgment is affirmed. 


16(b) payments and that there was no rational basis upon which section 16(b) pay- 
ments could be held to be income and punitive damages held not to be income, although 
the reverse did not necessarily follow. 

Referring to the efforts of the Third Circuit Court in the Glenshaw ease to distinguish 
the present case on the ground that it involved a ‘‘profit’’? which ‘‘inured to’’ the 
issuer, General American pointed out that this reasoning had been rejected by the 
Second Circuit Court in the present case as well as by the Seventh Circuit Court in the 
Obear-Nestor case, supra note 145. 

The General American brief then addressed itself to the meaning of ‘‘income’’ for 
federal tax purposes, noting that section 22(a) did not purport to include in gross 
income all receipts and accessions to wealth. Reference was made to the Eisner v. 
Macomber definition, and while counsel did not contend for a narrow interpretation, 
they noted that, with the exception of the recent section 16(b) cases and the punitive 
damage cases, there was no decision of the Supreme Court or any other court ‘‘in which 
a receipt has been held to be income which would not be income under a reasonable 
interpretation of the source rule, that ‘capital’ and ‘labor’ language, of the historical 
definition.’’ Thus, it was noted that even in the Kirby Lumber case, supra note 147, the 
income held to have been realized resulted from the taxpayer’s financial transactions 
and activities involving the use of its capital. Finally, counsel urged that the only ra- 
tional dividing line between what was and what was not income was essentially the line 
drawn in Eisner v. Macomber, they having previously asserted that ‘‘there is no evident 
stopping point beyond that definition short of taxing any increase in wealth however 
oceurring.’’ 

160 General American Investors Co. v. Comm’r, supra note 138, at 436. 
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It is interesting to note that Douglas, J., concurred without 
opinion in the result in this case although, as previously indicated, 
he had dissented, again without opinion, in the Glenshaw case. 

(c) The meaning of the Glenshaw and General American Inves- 
tors cases. Since the decisions in the Glenshaw and General Ameri- 
can Investors cases represent the latest pronouncement of the 
Supreme Court respecting the nature of taxable income, it is im- 
portant to evaluate their significance." In this connection, it is 
quite apparent that the historical definition of income as set forth 
in Hisner v. Macomber, which the Court refused to recognize as a 
judicial strait-jacket in United States v. Kirby Lumber Company '* 
and Helvering v. Bruun,’ now has been definitely and finally dis- 
carded as a limitation upon the scope of taxable income. Moreover, 
it clearly appears that the case-by-case approach to the problem 
of what constitutes taxable income will be continued without the 
benefit of any previously conceived rule for determining where the 
line between taxable and non-taxable receipts is to be drawn. The 
taxpayer, however, would appear to have the burden of showing 
that the gain in his particular case is not within the broad scope 
of the statute. 

In the General American Investors case counsel for the taxpayer 
suggested that if the Court were to discard the historical dividing 
line between what is and is not income as set forth in the Eisner 
v. Macomber definition, then ‘‘contrary to common understanding 
and to many decisions’’ of the Supreme Court and other courts 
Congress would have ‘‘untrammeled power to tax as income every 
realized enrichment even though it be received as a gift, or as a 
contribution to capital, or as a bequest, devise or inheritance, or 
as the result of a cancelled stock subscription, or as a treasure- 
trove accidentally found, or as an unforeseen and unsought for 
windfall of any kind whether or not forced upon the recipient by 
law for the purpose of penalizing another.’’ ** But does this neces- 
sarily follow as to all such items? 

However broad the statute may be, there are still constitutional 
limitations on the power of Congress to levy an income tax. Thus, 
in the Glenshaw decision the Supreme Court referred to the legis- 
lative attempt to bring the taxing power to bear upon ‘‘all receipts 
constitutionally taxable,’’ while in the General American case it 


161 For other comments on these decisions see note 139 supra. 
162 284 U.S. 1 (1931). 

163 Supra note 151. 

164 Supra note 160, taxpayer’s brief, pp. 7-8. 
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referred to the legislative design to reach ‘‘all gain constitutionally 
taxable’’ unless specifically excluded.*” 

The Court did not indicate in either of the foregoing decisions 
that any basic change of policy was in its mind. While in the Glen- 
shaw case it in effect overturned earlier court decisions—some of 
long standing—in so far as the taxability of punitive damages was 
concerned, in doing so it did not lay down, or purport to lay down, 
any new basic principles. Likewise, in the General American case 
it simply affirmed lower court decisions treating certain corporate 
windfalls as income, again without setting forth any new or radical 
philosophy of taxation. On the other hand, by definitely laying to 
rest the idea that the Eisner v. Macomber definition was any longer 
to be considered a limitation upon the taxing power of Congress, 
the Court swept away the last stumbling block to the inclusion in 
gross income of a number of items heretofore assumed by many 
to be beyond the scope of the income tax. 

As suggested by counsel in the General American case, one of the 
items now brought within the concept of taxable income may be 
the finding of treasure-trove. In the taxpayer’s brief reference was 
made to the fact that the Commissioner, following his success in 
the Court of Claims and the Tax Court in the section 16(b) cases, 
had issued a ruling to the effect that the finding of treasure-trove 
constitutes the receipt of taxable income.*® It seems unlikely that 
the Supreme Court would disagree. 

That the Glenshaw and General American decisions may consti- 
tute a precedent for holding income to be realized as the result of 
a cancelled stock subscription also is not unlikely. Corporate re- 
ceipts from this source hardly could be called gifts or even contri- 
butions to capital. They would seem to be income or gain just as 
much as would the amount received for an option which was not 
exercised. The possibility of taxing cancelled stock subscriptions 
was intimated by the Court of Claims in its decision in Park & Tul- 
ford Distillers Corporation. Heretofore the exemption of such 
proceeds has been based principally on the ground that they did 
not fall within the Hisner v. Macomber definition.” A reversal of 


165 It does not appear that any particular significance attaches to the use of the word 
‘‘receipts’’ in one instance and the word ‘‘gain’’ in the other, for the Court has long 
since recognized that for a receipt to be income there must be a gain. 

166 Rey. Rul. 61, 1953-1 Cum. Buuu. 17. Under the ruling, treasure-trove becomes in- 
come when the finder comes into undisputed possession. 

167 Park & Tilford Distillers Corp. v. United States, supra note 158, at 944. 

168 Realty Bond & Mortgage Co. v. United States, 16 F.Supp. 771 (Ct.Cl. 1936) ; 
Comm’r y. Inland Finance Co., 63 F.2d 886 (9th Cir. 1933); Illinois Rural Credit 
Association, 3 B.T.A. 1178 (1926). 
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these cases would not be surprising, since even before the Glenshaw 
and General American decisions the Supreme Court had indicated 
that the Eisner v. Macomber definition of income was not con- 
trolling in all cases. 

Whether the doctrine of the Glenshaw and General American 
cases would permit the taxation of contributions to capital, were 
Congress to repeal the present specific exemption, is less clear. 
Of course, where the contribution to capital is by stockholders on 
a pro rata basis, it is difficult to conceive of such contributions as 
income to the corporation, even under the broadest application of 
the above decisions. In the case of contributions by non--tock- 
holders, it is likely that many such contributions would in any 
event qualify as gifts, and so long as gifts are exempt under the 
statute, no problem would seem to arise as to such contributions. 
Where the contribution did not qualify as a gift because of direct 
or indirect benefits flowing to the contributor—in other words, 
where it is the price for service—it may be questioned whether 
there is any logical basis for holding that ne income has been re- 
ceived. In this connection it should be noted that the Supreme Court 
has inferentiallly questioned the failure of the Commissioner to 
assert tax in a situation of this latter kind.’ 

The question may be raised whether recoveries for personal in- 
juries come within the concept of gross income as laid down in the 
Glenshaw and General American cases. It is to be observed that 
in a footnote to its opinion in the Glenshaw case the Supreme Court 
stated, ‘‘The long history of departmental rulings holding personal 
injury recoveries non-taxable on the theory that they roughly cor- 
respond to a return of capital cannot support exemption of punitive 
damages,’’ since damages for personal injury ‘‘are by definition 
compensatory only,’’ while punitive damages ‘‘cannot be consid- 
ered a restoration of capital for taxation purposes.’’ 1*° This state- 
ment infers that the Court would continue to exclude from the defi- 
nition of income receipts which were not in the nature of accretions 
to wealth but were more of the character of recompense for loss. 
Presumably, this would include damages for libel * and for breach 
of promise to marry,’ which for nearly thirty years have been 
excluded from gross income with the Commissioner’s acquies- 


169 See pp. 344-345 supra. 

170 Comm’r vy. Glenshaw Glass Co. and William Goldman Theatres, Inc., supra note 
136, at 432. 

171 C, A. Hawkins, 6 B.T.A. 1023 (1927). For a contrary view as to libel, see Note, 
69 Harv. L. Rev. 197 (1955). 

172 Mrs, Lyde McDonald, 9 B.T.A. 1340 (1928). 
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cence.'** Even if Congress could be said to have the constitutional 
power to tax such receipts, it is likely that, as in the case of alimony, 
the Court would take the view that in the absence of specific legis- 
lation no intention to tax them could be inferred. The presentation 
of this issue to the Court would, of course, be a test of whether the 
statutory definition of gross income is really co-extensive with the 
constitutional power. 

Since the Supreme Court’s decision in the Glenshaw case put 
emphasis on ‘‘accession to wealth’’ as a basis for inclusion in gross 
income, and since this is at least an approach to some economists’ 
concept of income,’ the possibility that the decision, as a natural 
consequence, may give rise to the inclusion of imputed income 
must be considered. It is extremely doubtful, however, that the 
Court intended to go that far. The question whether the rental value 
of property could be included in taxable income has long been a 
point of academic controversy, but the issue has not come directly 
before the courts. However, the Supreme Court has said by way 
of dictum that ‘‘The rental value of the building used by the owner 
does not constitute income within the meaning of the Sixteenth 
Amendment.’’ '* Similarly, the Board of Tax Appeals has held that 
products of a farm consumed by the operator thereof and his family 
are not income under the statute.’”* It would seem that the adminis- 
trative problems in taxing imputed income would be so great and 
the question where the line should be drawn properly so difficult of 
decision, that no effort will be made by Congress or the Treasury 
Department to venture into this area.’ 

Whether the Supreme Court would permit the taxation of gifts 
as income were Congress to repeal the exemption is perhaps too 
remote a possibility to warrant any extensive discussion, unless it 


173 In 8.0. 132, I-1 Cum. Buu. 92 (1922), it was ruled that neither damages for 
alienation of affections nor for slander or libel constituted ‘‘income’’ within the mean- 
ing of the Sixteenth Amendment, since neither involved any gain. 

174 See Haig, The Federal Income Tax in CoLUMBIA UNIVERSITY LECTURES 7 (1921) ; 
Simons, PERSONAL INCOME TAXATION 50 (1938). 

175 Helvering v. Independent Life Ins. Co., 292 U.S. 371, 379 (1934). 

176 Homer P. Morris, 9 B.T.A. 1273, 1278 (1928). The Board decision added: ‘‘If 
products of a farm consumed thereon are income to the producer, it would seem to 
follow that the rental value of the farmer’s home, the gratuitous services of his wife 
and children, and the value of the power derived from draft animals owned by the 
farmer and used without cost should also be considered. It is obvious that such items 
are comparable to the rental value of a private residence, which has never been regarded 
as income or as a factor in the determination of tax liability.’’ 

177 For a discussion of imputed income, see VICKREY, AGENDA FOR PROGRESSIVE TAXA- 
TION 18-19, 24-25, 32-33, 44-47, 48-50 (1947); Marsh, The Taxation of Imputed In- 
come, 58 Pou. Scr. Q. 514 (1943). 
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be for the purpose of testing whether there are any ‘‘stop signs’’ 
beyond the green light which the Court seemingly has given the 
Commissioner in the Glenshaw and General American decisions.'* 
Certainly, if gifts could be held to constitute income, there would be 
virtually no limit to the income concept. 

If the Court were to consider whether Congress could constitu- 
tionally tax gifts as income, presumably it would attach much sig- 
nificance to their past treatment under the income tax laws, par- 
ticularly the early acts following the adoption of the Sixteenth 
Amendment.'”® The Committee Reports on the 1913 Act do not dis- 
close why gifts were excepted,'® but it is believed significant that 
the exclusion of gifts occurred in the section defining gross income 
wherein, directly following the ‘‘catch-all’’ clause, it was stated: 


178 If Congress should wish to tax gifts as income, and if the Supreme Court should 
refuse to allow this to Le done under the guise of an income tax, resort could always be 
had to the imposition of an excise tax on the receipt of gifts. It will be recalled that 
Congress adopted the excise tax device in 1909 to tax indirectly the income of corpora- 
tions at a time when the Pollock ease still stood and the Sixteenth Amendment had not 
been adopted. Moreover, the Supreme Court upheld the statute. Flint v. Stone Tracy 
Co., 220 U.S. 107 (1911). 

179 Going back into the history of the income tax, we find that under the Act of 
1864, the Commissioner of Internal Revenue interpreted the word ‘‘income’’ to include 
the ‘‘receipt of gifts’’ but not to include bequests or devises, because they were subject 
to legacy and succession duties. THE TAXING POWER OF THE FEDERAL AND STATE Gov- 
ERNMENTS, REPORT TO THE JOINT CONGRESSIONAL COMMITTEE ON INTERNAL REVENUE 
TAXATION 50 (1936). Presumably, if the present gift tax had then been in force, the 
Commissioner would have excluded gifts also. Under section 28 of the ill-fated Act of 
1894 ‘‘money and the value of all personal property acquired by gift’’ were required 
to be included in income, but real estate was excluded on the ground that it would 
be unconstitutional to impose a direct tax on such property without apportionment. 
See 26 Cona. Rec. 1736-37 (1894). The inclusion of personal property was justified by 
one Senator as being in effect an inheritance tax on such property. 

180 Since gifts, bequests, and devises have been exempt by statute, beginning with 
the first income tax law under the Sixteenth Amendment, the question naturally arises 
whether this specific exemption was made (a) because Congress, not wishing to subject 
gifts to tax, thought they might otherwise be included within the definition of ‘‘ gross 
income’’ or (b) because it felt that gifts were not within the concept of income and 
hence had to be excluded. In Macitu, TAXABLE INCOME 406-407 (rev. ed. 1945), it is 
stated: ‘‘ Hence, the sum of the evidence is that Congress has felt for thirty years that 
a gift should not be taxed as income; with the corollary of a slight inference that, had 
the exemption not been expressed, a gift might have fallen into the category of income. 
Probably the usually applied judicial test—the common understanding of the term 
income—would lead to an exemption in the case of single, non-recurrent gifts, having 
no element of compensation.’’ In connection with this statement there was cited in a 
footnote the following statement of Learned Hand, J., in Rice v. Eisner, 16 F.2d 358, 
360 (2d Cir. 1926): ‘‘The exemption in all the statutes of the corpus of gifts and 
bequests shows that in the minds of those who drew the acts it was thought open to 
question whether even this might not be considered income.’’ See also MAGILL, id. at 
440-441, where it is stated: ‘‘The long-standing statutory exemption is an indication, 
of course, that the popular conception of income does not include gifts.’’ 
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‘*including the income from but not the value of property acquired 
by gift, bequest, devise, or descent.’’ In the 1916 Act gifts, etce., 
were excluded from gross income under a section of the law ™* de- 
voted to items considered to be exempt for constitutional reasons, 
viz., life insurance proceeds, interest upon state and municipal 
obligations, compensation of the President and federal judges, 
and compensation of state and municipal employees. This can fairly 
be said to constitute a strong inference that gifts were not then 
considered to be taxable as ‘‘income.”’ 

While the Circuit Court in the Glenshaw case expressed the view 
that ‘‘A single gift of money or property should not be treated as 
taxable income even if the specific exemption granted to gifts by 
statute were unavailable,’’ this dictum probably should not be 
given very great weight.’*? Certainly the lack of periodicity, which 
the Court seemed to stress, is not a controlling factor, since it has 
not barred the taxation of gain on casual sales of property.’** Also, 
periodicity was not present in either the Glenshaw or General 
American cases. Thus, any constitutional exemption of gifts must 
be based on some other ground. 

The Court has in the past indicated that the concept of income 
is to be gathered from the ‘‘commonly understood meaning of the 
term which must have been in the minds of the people when they 
adopted the Sixteenth Amendment.’’ '** While gifts may fall within 
some economists’ definition of ‘‘ineome,’’ ** their varied concep- 
tions of that term have had little effect in influencing the decisions 
of the Supreme Court upon the subject. Rather, the Court has 
looked to what is regarded as income ‘‘in the common speech of 
men.’’ '** But, as has been stated: 187 


181 Revenue Act of 1916, Sec. 4. 

182 In view of the traditional statutory exclusion of gifts, the Supreme Court has not 
had an opportunity to pass squarely upon the issue whether they could be taxed as in- 
come under the Constitution. It has, however, approved the imposition of an income 
tax on the donee with respect to the excess of the selling price of the donated property 
over the donor’s basis [Taft v. Bowers, 278 U.S. 470 (1929) ] and has also approved the 
imposition of an income tax on the gift of income from a trust fund [Irwin v. Gavit, 
268 U.S. 161 (1925) ]. In both these instances the taxpayer has been required to include 
in income something which he has received as a gift. 

183 Merchants’ Loan & Trust Co. v. Smietanka, 255 U.S. 509 (1921). 

184 Td. at 519. 


185 SIMONS, op. cit. supra note 174, ec. VI. See also Haig, note 174, at 26. But cf. Sria- 
MAN, THE INCOME Tax 19 (rev. ed. 1914). 

186 United States v. Safety Car Heating and Lighting Co., 297 U.S. 88 (1936). 

187 MAGILL, op. cit. supra note 180, at 441. That it is difficult to find agreement among 
men as to what is ‘‘commonly understood’’ is illustrated in the recent Glenshaw case. 
Thus, Biggs, J., who wrote the opinion for the Third Circuit Court, took the view that 
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To say that the common understanding of income does not include gifts 
is not especially helpful, for the ‘‘common understanding’’ cannot be accu- 
rately ascertained. One is using a yardstick having subjective rather than 
objective dimensions; it varies in length with the experience and point of 
view of the particular analyst. 


Gifts, devises, and inheritances have traditionally been regarded 
as being outside the income concept. At the present time it seems 
unlikely that the Supreme Court will have an opportunity to con- 
sider whether gifts would be taxable, since no action to repeal the 
present exemption seems either imminent or in contemplation. 
Were it to have that opportunity, there is reason to believe that 
it might well hold gifts to be beyond the reach of an income tax. 


ConcLUSsION 


After forty-three years’ experience with our modern income tax 
law, we still have no real definition of income, either statutory or 
judicial. While the statute purports to define ‘‘gross income,’’ it 
does not actually do so except by way of example. To say that 
‘‘gross income means all income from. whatever source derived’’ 
may be a definition of statutory ‘‘gross income,’’ but it is hardly 
a definition of ‘‘income.’’ In view of the lack of an all-inclusive 
statutory definition, the task of determining the inclusion or exclu- 
sion of items not specifically mentioned falls in the first instance 
to the Treasury Department and ultimately to the courts. Although 
the courts have endeavored to define ‘‘income,’’ they have found 
that definitions sometimes become judicial strait-jackets and have 
therefore become resigned to a case-by-case approach to the prob- 
lem. 

In interpreting the income tax laws, the courts have frequently 
stated that Congress has evidenced a purpose to exert its taxing 
power to the full extent permitted by the Constitution, yet in par- 
ticular cases they have hesitated to uphold a tax in the absence of 
specific evidence of Congressional intent. On the other hand, where 
the item of receipt is clearly realized and subject to the taxpayer’s 
control and cannot be said to come within any statutory exemption 
or to constitute a contribution to or restoration of capital, the courts 
a windfall ‘‘would not be regarded as ‘income’ within the terms of common speech.’’ 
Comm’r vy. Glenshaw Glass Co. and William Goldman Theatres, Inc., 211 F.2d 928, 933. 


The Supreme Court, on the other hand, evidently felt that such receipts would be so re- 
garded. 
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have displayed an increasing tendency to find that the item is in- 
cludible in gross income. 

While income remains undefined, the burden will be on the tax- 
payer to show that his particular receipt does not fall within the 
broad language by which Congress has exerted its taxing power 
over income. 











The Ambiguous Tax Nature of the 


Various Costs of Borrowing Capital* 


ROBERT T. A. MOLLOY 


A. Current SIGNIFICANCE OF THE PROBLEM 


Ta Treasury is yet once again apparently endeavoring to tax all 
debt discount as interest. Acquiescence ' in the Caulkins * case has 
been withdrawn * and rulings * issued holding the spread on bonds 
issued by a foreign government for less than their stated redemp- 
tion price is interest to the holders of the bonds. Even the discount- 
ing of bankers’ acceptances is now deemed to give rise to interest 
income despite the well-accepted proposition that there is no more 
ground for construing interest in the purchase and sale of com- 
mercial paper for tax purposes than there is for the purposes of the 
usury laws.° 

Not all the problems of how debt discount should be taxed even 
to the creditor have been resolved by the 1954 Code * which provides 
sure rules only in the case of certain corporate and governmental 
debt. A vast amount of current borrowing, however, is that of indi- 
viduals desirous of purchasing automobiles, residences, television 


* The author desires to express his appreciation to James T. Lyon, of the Montana 
and District of Columbia Bars, for assistance in the preparation of this article. 

Rosert T. A. MoLLoy is a member of the New York and District of Columbia Bars, 
a former contributor to Tax Law REvIEw, and an associate of Dudley, Jones and 
Ostmann, Washington, D. C. 

11944 Cum. BULL. 5. 

2 George Peck Caulkins, 1 T.C. 656 (1943), aff’d, 144 F.2d 482 (6th Cir. 1944), held 
that a corporate debt obligation issued in registered form at $15,000 but redeemable at 
$20,000 if held to maturity yielded capital gains to the holder under section 117(f) of 
the Revenue Act of 1938. See the recent excellent analysis of the ereditor’s tax position 
in Zafft, Discount Bonds—Ordinary Income or Capital Gain?, 11 Tax L. Rev. 51-61 
(1955). 

31955 Int. Rev. Buu. No. 11, at 6. 

4 See the Israel Bond ruling, Rev. Rul. 119, 1953-2 Cum. BuLL. 95; Rev. Rul. 55-136, 
1955 Int. Rev. Buu. No. 11, at 12, as amended, 1955 Int. Rev. BuLL. No. 38, at 28; 
and the National Savings Bonds of Mexico ruling, Rev. Rul. 55-135, 1955 Int. Rev. 
But. No. 11, at 12. 

5 Western Acceptance Corp., 46 B.T.A. 828, 831 (1942). See also General Motors 
Acceptance Corp. v. Mid-West Chevrolet Co., 66 F.2d 1 (10th Cir. 1933). 

6 I.R.C. § 1232. See also, Zafft, supra note 2, at 58-60. 
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sets, washers, and other home appliances.” Such individual bor- 
rowers quite frequently * must pay a variety of loan fees and other 
expenses in addition to the specified rate of interest on the sum bor- 
rowed. If all of these items of debt discount are, as the Treasury 
now is apparently insisting, interest to the lender, it would follow 
that they are equally interest to the borrower.™ As interest? all such 
costs would be fully deductible by the debtor in the year paid or 
incurred. In view of the current significance of the problem to both 
lender and borrower alike, an analysis has been made of the current 
tax status so far as the debtor is concerned of the various costs of 
borrowing money. 


B. Tue Depvuoctipmity ror Tax Purposses oF THE Various Costs oF 
Securtnc Borrowep Funps 


The courts and the Treasury have long fully conceded that a tax 
deduction in general is properly allowable to debtors for the ex- 
penses directly attributable to securing, retaining, and repaying 
borrowed money. Interest,’® which is perhaps the best known of 
these deductions, is compensation paid for retaining the use of 
money, but the direct costs of initially securing the loan may also 
constitute a heavy fiscal burden. Refinancing charges and the costs 
of ultimately retiring outstanding debt all likewise constitute a part 
of the total cost of borrowing money. 

The net economic cost to the debtor of employing borrowed funds 
is, of course, a direct function of the federal tax treatment which is 
accorded the various expenses attributable thereto. The rules, 
worked out over the years by almost constant litigation, are both 
intricate and important. With private debt now at an all-time rec- 
ord high," a review of these rules is not untimely. 

Among the first costs to a debtor of securing borrowed funds nor- 


7 The Wall Street Journal for Mar. 23, 1956, p. 1, col. 1; p. 17, col. 4, reports auto- 
mobile finance credit constitutes 51 per cent of total outstanding instalment debt which 
totalled $27.724 billion in January, 1956, against $22.436 billion a year earlier, and 
$3.174 billion for 1946. Business WEEK, No. 1384, 21 (Mar. 10, 1956). The same pub- 
lication reports consumer credit outstanding for January, 1956 as totalling $35.554 bil- 
lion compared with $29.760 billion for January, 1955 and $6.704 billion for 1946. 

8 The existence of a five per cent to nine per cent discount in financing G.I. housing 
loans appears reasonably widespread. N.Y. Times, Nov. 6, 1955, p. 43, col. 1. See also 
Wall Street J., Mar. 13, 1956, p. 3, col. 2. 

sa Cf. General. American Life Insurance Co., 25 T.C. No. 149 (Mar. 16, 1956). 

9 Deductible under I.R.C. § 163(a) (1954). 

10 Ibid. 


11 See notes 7 and 8 supra. 
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mally are commissions paid to bankers, brokers, or underwriters to 
secure the placement of the loan. Peripheral issuance expenses may 
include legal and accounting fees, mortgage trustee’s commissions, 
title search and insurance costs, stock exchange listing fees, and 
printing charges.” In addition, debt discount or the spread between 
what the borrower receives from the lender and the amount which 
must be repaid at the debt’s maturity '* is also encountered by the 
debtor at the very outset of raising borrowed funds. Although this 
discount need not be repaid until the debt is retired and hence rep- 
resents no immediate out-of-pocket expense to the borrower, an 
immediate and lasting economic disadvantage results therefrom 
since the debtor is permanently deprived of the use of such money, 
from which use it is, of course, anticipated the necessary funds to 
effect repayment of both principal and interest will be generated. 

Both of these preliminary items of cost, debt discount and issu- 
ance expenses, are classified alike for some but by no means all tax 
purposes. They are both amortizable “* ratably by accrual basis tax- 
payers over the expected term of the loan.” Cash basis borrowers 
must likewise amortize issuance expenses, such as underwriters’, 


12 Julia Stow Lovejoy, 18 B.T.A. 1179, 1180 (1930) ; Horn & Hardart Baking Co., 19 
B.T.A. 704 (1930); Baltimore & Ohio R. Co., 30 B.T.A. 194 (1934) (Issue 4), appeal 
dismissed, 77 F.2d 999 (4th Cir. 1935) ; Detroit Consolidated Theatres, Inc., P-H B.T.A. 
Mem. Dec. { 41,403, aff’d per curiam, 133 F.2d 200 (6th Cir. 1942). 

13 Thus debt discount is not measured by the difference between the net consideration 
received and the face amount of the debt but ‘‘is the difference between the amount bor- 
rowed and the principal amount to be paid.’’ Pierce Oil Corp., 32 B.T.A. 403, 420 
(1935). If a bond in the face amount of $1,000 is issued by an accrual basis debtor for 
$1,000 net consideration but such bond at the end of ten years calls for the repayment 
of $1,050, a $50 debt discount exists which is amortizable at the rate of $5 per annum. 

14 ** Bond discount is a cost of acquiring capital and he who incurs such cost is entitled 
to recover it by deductions from income. The Board, supported by the courts, has held 
that normally such recovery should be prorated over the life of the bonds.’’ East Ninth 
Euclid Co., 26 B.T.A. 32, 35 (1932), aff’d on rehearing, 27 B.T.A. 1289 (1933). The 
leading case upholding the amortization of issuance expenses is Helvering v. Union 
Pacifie R. Co., 293 U.S. 282, 284 (1934), which held that ‘‘when the return is made 
on the accrual basis expenses or obligations incurred by the taxpayer in connection with 
a bond issue, which are not discharged until the payment of the bonds at maturity, may 
properly be accrued or amortized over the period of the life of the bonds and allowed as 
annual deductions from gross income.’’ Accord, S.M. 3691, IV-1 Cum. BuLL. 145 (1925). 

15 The ‘‘term of the loan’’ refers to the actual length of time elapsing between the 
date of the loan’s issuance and the first day such debt becomes unconditionally due and 
owing. Thus, discount on a bond due 25 years from date, issued March 1, 1937, but dated 
June 1, 1935, is to be amortized by an accrual basis debtor over a 23-1/4-year term. 
Southern Fertilizer & Chemical Co. v. Edwards, Admr., 55-1 U.S.T.C. 7 49,133 (M.D. 
Ga. 1955). 
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legal, and accounting fees together with similar cash outlays,’® but 
may deduct for debt discount only upon discharge ™ of the loan in 
cash or assets other than such debtor’s own stock or securities. 

Although debt discount and issuance expenses are treated alike 
for the foregoing tax purposes, differing tax treatment is accorded 
by the Internal Revenue Service to these two items of securing bor- 
rowed funds in at least three material respects. First, where a seri- 
ally maturing debt is issued, the expenses entailed are allocated 
equally to each dollar borrowed, whereas any debt discount suffered 
is allocated in proportion to the total time each dollar borrowed is 
scheduled to remain outstanding.'’* For example, assume an accrual 
basis corporate debtor issued four and one-half per cent serial notes 
in a total face amount of $10,000,000 on January 1, 1955, with Series 
A representing $1,000,000 maturing January 1, 1956, Series B rep- 
resenting $1,000,000 maturing January 1, 1957, and so on through 
Series J, representing $1,000,000 maturing January 1, 1965. Assume 
further, that the total issue was sold to underwriters for $9,000,000 
and that $50,000 of issuance expenses were also incurred by the 
debtor. Under the applicable Service rulings ’ the $50,000 of issu- 
ance expenses is allocable equally among the ten Series, or $5,000 to 
each. The debt discount, however, is allocated by the Service on the 
basis of what may perhaps best be termed ‘‘time dollars,’’ so that 
ten times as much discount would be allocated to the last maturing 
Series J as to the first maturing Series A. 

Secondly, the Internal Revenue Service takes the position that 
discount is interest for the purposes of computing a debtor’s excess 
profits net income.” In an unpublished ruling, however, it is under- 
stood that the Service treats issuance expense as fully deductible by 


16 Detroit Consolidated Theatres, Inc., supra note 12; M. P. Klyee, Administrator, 
41 B.T.A. 194, 197 (1940), appeal on another issue dismissed, 5th Cir. Nov. 22, 1940; 
Sigmund Spitzer, 23 B.T.A. 776 (1931), appeal dismissed, 3d Cir. Jan. 29, 1934; Emil 
W. Carlson, 24 B.T.A. 868 (1931); Sayres F. Harman, 4 T.C. 335, 348 (1944). 

17 ‘One on a cash basis sustains no deductible loss on bonds issued at a discount in 
the year of issuance. The only question is can one on an accrual basis spread such dis- 
count over the life of the obligation involved and take as a deduction an aliquot part 
thereof each year or must he, like one on a cash basis, wait until the obligation is paid 
before he is entitled to any deduction whatever.’’ Chicago, Rock Island & Pacifie Ry. Co., 
13 B.T.A. 988, 1030 (1928), aff’d, 47 F.2d 990 (7th Cir. 1931), cert. denied, 284 U.S. 
618 (1931). 

18 I.T. 1412, I-2 Cum. Buu. 91 (1922) ; G.C.M. 3832, VII-1 Cum. BuLL. 123 (1928) ; 
O.D. 936, 4 Cum. BuLL. 276 (1921); Chicago, Rock Island & Pacific Ry. Co., supra 
note 17, at 1034. 

19 Ibid. 

20 Central Station Signals, Inc., 10 T.C. 1015 (1948), aff’d per curiam, 174 F.2d 479 
(2d Cir. 1949). 
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the debtor for excess profits tax purposes and not subject to the 50 
per cent disallowance rule ** held applicable to the discount.” 

Thirdly, the Code ** under certain conditions specifically disal- 
lows ‘‘the deduction attributable to any unamortized discount (com- 
puted as of the first day of the taxable year in which any such dis- 
charge occurred).’’ The conditions causing disallowance are that 
the debtor shall have retired obligations for less than maturity 
value, which were originally issued at a discount, but shall have 
avoided the recognition of gain thereon by agreeing to a reduction 
in the basis of its assets as prescribed in section 1017 * of the 1954 
Code.”> It is believed that an informal practice ** followed within 
the Service in such cases allows such a debtor no deduction for 
amortization of discount in the year such debt is retired but per- 
mits issuance expenses incurred thereon to be amortized and de- 
ducted for tax purposes up to the actual date of such debt’s retire- 
ment. 

In the event that a debt originally issued at a discount is retired 
for cash ** at its maturity value prior to its normal due date, an im- 
mediate deduction is allowed for all of the discount and issuance ex- 
pense then remaining unamortized.** The fact that the cash needed 
to effect such retirement was secured through the sale of stock *° or 


21 See I.R.C. § 711(a)(2)(B) (1939), which provides that where a taxpayer’s excess 
profits tax credit is computed under section 714, normal-tax net income shall be increased 
by 50 per cent of the interest on indebtedness included in the daily amounts of borrowed 
capital in computing such debtor’s excess profits net income. 

22 See note 20 supra. 

23 T.R.C. § 108(a) and (b) (1954) ; I.R.C. § 22(b) (9) and (10) (1939). 

24 Requiring consent to a reduction in basis of taxpayer’s assets as the price of exclud- 
ing from income under section 108(a) any gain realized on discharge of indebtedness. 

25 I.R.C. § 113(b) (3) (1939). To have I.R.C. § 108(b) (1954) applicable, it is not 
necessary, of course, that section 1017 shall have been invoked by the debtor. 

26 The ease with which ‘‘informal’’ Service practices may change should not be wholly 
lost sight of. 

27 “*Cash’’ in this connection includes any asset other than the obligor’s own stock or 
debt. Thus, stock of another corporation used to retire debt yields the same tax result as 
though cash had been disbursed. Indiana Lamp Corp., 28 B.T.A. 491, 494 (1933). 

28 T.D. 4603, XIV-2 Cum. BuLL. 58 (1935); Madison Ave. Office, Inc. v. Anderson, 
16 F.Supp. 548 (S.D.N.Y. 1936). The deduction for these items must be taken in the 
particular year the debtor is legally freed from liability on the debt, not the year the 
funds are simply deposited with the trustee or the redemption call first published. 
Koppers Co., 3 TCM 204 (1944) (Issue 4), aff’d, 3d Cir. Feb. 19, 1946; Pierce Oil Corp., 
supra note 13, at 422. 

29 T.D. 4603(d), XIV-2 Cum. BuLL. 58-59 (1935); National Tile Co., 30 B.T.A. 32, 
34 (1934) ; Union Public Service Co., P-H B.T.A. MEM. DEC. J 33,549, aff’d, 75 F.2d 723 
(8th Cir. 1935). 
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new debt * of the borrower rather than being derived from earnings 
of the debtor does not affect the result. If any new debt is issued at 
a discount to secure funds to retire old debt, then the discount and 
issuance costs of such new debt must, of course, be amortized over 
the life of such new indebtedness.” 

Closely connected with unamortized debt discount and issuance 
expenses are premiums paid to effect a premature retirement of 
debt plus all other expenses incident to such retirement. These 
retirement expenses may extend to advertising costs, corporate 
agency fees, trustees’ commissions, filing fees, and legal expenses.*” 
Where the debt is retired for cash,** the debtor is entitled to de- 
duct ** the full premium paid plus the expenses incident to such re- 
tirement, in addition to any remaining unamortized debt discount 
and issuance expense. 

Where an outstanding debt is retired, either when due or prema- 
turely, not for cash but through an exchange for new obligations of 
the same debtor, no immediate deduction is allowable * for any dis- 
count or issuance expenses unamortized on such old debt, for the 
expenses entailed upon effecting such retirement, or for any pre- 
mium paid in cash or otherwise. All of these items of cost carry over 
to the new debt issue and must be recovered ratably over the ex- 


80T.D. 4603(a), XIV-2 Cum. Buty. 58 (1935); Union Public Service Co., supra 
note 29; Helvering v. California Oregon Power Co., 75 F.2d 644 (D.C. Cir. 1935) ; 
Metropolitan Edison Co., 35 B.T.A. 1110 (1937), modified on appeal on other issues, 98 
F.2d 807 (3d Cir. 1938), aff’d as modified, 306 U.S. 522 (1939); Coast Counties Gas & 
Electric Co., 33 B.T.A. 1199 (1936), modified, 36 B.T.A. 385 (1937); Illinois Power & 
Light Corp., 33 B.T.A. 1189 (1936) ; American Gas & Electric Co., 33 B.T.A. 471 (1935), 
rev’d on other issues, 85 F.2d 527 (2d Cir. 1936). 

81 Samuel W. Weis, 30 B.T.A. 478 (1934), compromised on appeal, 90 F.2d 1022 (5th 
Cir. 1937). 

32 Central States Electric Corp., P-H B.T.A. Mem. Dec. J 33,696, aff’d per curiam, 
76 F.2d 1011 (2d Cir. 1935). 

83 See note 27 supra. 

84T.D, 4603, XIV-2 Cum. BuLu. 58 (1935). See also cases cited note 30 supra. 

85 T.D. 4603(c), XIV-2 Cum. Buy. 58 (1935). The rule as stated in Great Western 
Power Co. v. Comm’r, 297 U.S. 543, 546-547 (1936), affirming 79 F.2d 94 (2d Cir. 
1935), reversing on this issue 30 B.T.A. 503 (1934), is: ‘‘The remaining unamortized 
expenses of issue of the original bonds and the expense of the exchange are both ex- 
penses attributable to the issuance of the new bonds and should be treated as a part of 
the cost of obtaining the loan. They should, accordingly, be amortized annually through- 
out the term of the bonds delivered in exchange for those retired.’’ See also South 
Carolina Continental Telephone Co., 10 T.C. 164, 169 (1948); Durham Telephone Co., 
7 TCM 49 (1948) ; Union Telephone Co., 7 TCM 42 (1948). Compare Bridgeport Hydrau- 
lie Co., 22 T.C. 215 (1954), aff’d per curiam, 55-2 U.S.T.C. J 9548 (2d Cir. 1955); 
Congress Square Hotel Co., 4 T.C. 775 (1945); Southern California Edison Co., Ltd., 
4 T.C. 294 (1944). 
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pected term thereof.** A similar result follows if the old debt is not 
retired in exchange for a new obligation of the same debtor but is 
merely extended as to date of maturity.*’ If the old debt is ex- 
changed for stock of the debtor, however, no deduction at all is al- 
lowable thereafter for any unamortized debt discount.* 

It is now established that the proper treatment to be accorded 
the costs of borrowing money is either to allow tax deductions 
therefor ratably over the life of such debt or in the year of dis- 
charge. Taxpayers have thus sought, without success, to add the 
cost of borrowing capital to the tax basis of the property or other 
assets purchased with the funds so borrowed.*® Where a mortgage 
has been negotiated at a discount and a portion of the mortgage 
premises sold subject to such lien prior to the due date of the debt, 
a proportionate write-off of the unamortized costs of securing such 
mortgage has been held proper.*® So, also, a deduction for all unre- 
covered costs of borrowed money has been allowed to a solvent cor- 
poration upon its complete liquidation." 

Of course, no amortization deduction for debt discount or for is- 


36 Ibid. See also, Virginia Electric & Power Co. v. Early, 52 F.Supp. 835 (E.D. Va. 
1943). 

37 Baltimore & Ohio R. Co., P-H B.T.A. Mem. Dec. { 34,196, aff’d, 78 F.2d 456 (4th 
Cir. 1935). 

88 T.D. 4603(d), XIV-2 Cum. BuLy. 58, 59 (1935); Chicago, Rock Island & Pacific 
Ry. Co., supra note 17, at 1036; 375 Park Ave. Corp., 23 B.T.A. 969, 973 (1931) ; Pierce 
Oil Corp., supra note 13, at 421; Liquid Carbonie Corp., 34 B.T.A. 1191, 1196 (1936). 
T.D. 4603(d) and Liquid Carbonic Corp. also extend this disallowance to unamortized 
issuance expenses. This extension seems mistaken as a matter of legal principle and un- 
supported by the soundness of the disallowance of a deduction for unamortized dis- 
count. Issuance expenses represent actual out-of-pocket costs and hence constitute a true 
asset of the debtor. Discount, on the other hand, represents only an anticipated expendi- 
ture, to be paid out-of-pocket only upon retirement of the debt for cash. If the debt is 
converted into capital stock instead of being paid, there is no expenditure upon which 
to base a deduction for the unamortized discount. G.C.M. 9674, X-2 Cum. BuLL. 354-355 
(1931), however, treats both items in the same fashion, i.e., as non-deductible after the 
debt on which they were incurred is converted into shares of the debtor’s stock. Amortiza- 
tion of discount up until the actual date of conversion into stock was held deductible 
in G.C.M. 9674, id., and I.T. 2347, VI-1 Cum. Buu. 86 (1927). 

89 Kansas City Southern Ry. Co., 22 B.T.A. 949, 966 (1931), modified on other issues, 
52 F.2d 372 (8th Cir. 1931), cert. denied, 284 U.S. 676 (1931) ; East Ninth Euclid Co., 
supra note 14; S. & L. Building Corp., 19 B.T.A. 788, 794-796 (1930), rev’d on other 
issues, 60 F.2d 719 (2d Cir. 1932), rev’d on other issues, 288 U.S. 406 (1933). 

408. & L. Building Corp., supra note 39, at 795. See also, Metropolitan Properties 
Corp., 24 B.T.A. 220 (1931), appeal dismissed, 5th Cir. Feb. 21, 1933; Kansas City 
Southern Railway Co., 16 B.T.A. 665, 677 (1929), modified on other issues, 52 F.2d 372 
(8th Cir. 1931), cert. denied, 284 U.S. 676 (1931); Longview Hilton Hotel Co., 9 T.C. 
180, 183 (1947). 

41 Longview Hilton Hotel Co., supra note 40, involving taxpayer’s fiscal year ending 
May 31, 1944. 
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suance expenses is allowable in a consolidated return with respect 
to the debt of a member of the affiliated group held during the 
taxable year by another member of such group.** Regardless of 
whether the debt in question was originally issued to a group mem- 
ber or was subsequently so acquired from a third person, any amor- 
tization of discount or of issuance expenses incurred constitutes an 
inter-company elimination in computing the affiliated groups con- 
solidated taxable income. The retirement of inter-affiliate-held debt, 
however, does not under current law constitute an inter-company 
transaction, all recognition of which is eliminated in a consolidated 
return.*®? Such retirement constitutes a closed transaction upon 
which ‘‘gain or loss shall be recognized in the same manner to the 
same extent and upon the same conditions as if the corporation had 
never been affiliated.’’ ** In consequence, a deduction would ap- 
pear * allowable even in a consolidated return for the unamortized 
debt discount and issuances expenses remaining unrecovered at the 
time of the retirement for cash of inter-affiliate-held debt plus all 
the costs of such retirement, including any premium paid thereon. 

The 1954 Code, it is to be hoped, has largely resolved the trouble- 
some earlier problem of when a successor in interest to the original 
debtor may secure any of the tax deductions for the costs of em- 
ploying borrowed capital to which the original debtor would have 
been entitled. Under section 381(¢c)(9) of the 1954 Code an acquir- 
ing corporation, after assuming liability ** for the debt of a dis- 
tributor or transferor corporation as the result either of a section 
332 tax-free liquidation ** or of most kinds ** of tax-free reorgan- 


42 T.D. 6140, § 1.1502-41(a), 1955 Int. Rev. BuLu. No. 37, at 12; Old Mission Port- 
land Cement Co. v. Helvering, 293 U.S. 289, 291-293 (1934); Gulf, Mobile & Northern 
R. Co. v. Helvering, 293 U.S. 295 (1934); New Orleans, Texas & Mexico Ry. Co., 6 
B.T.A. 436, 440-441 (1927); Southern Ry. Co., 27 B.T.A. 673, 686 (1933), aff’d, 74 
F.2d 887, 894 (4th Cir. 1935). 

43 T.D. 6140, §§ 1.1502-41(b) and 1.1502-50, 1955 Int. Rev. Buu. No. 37, at 12. 

44 Id. § 1.1502-41(b). 

45 Query whether in order for such deduction to be allowable it is necessary that the 
debtor-subsidiary’s liquidation be the result of ‘‘a bona fide termination of the business 
and operations of such’’ debtor. See T.D. 6140, § 1.1502-37(a) (1) (i) (2), 1955 Int. 
Rev. Buu. No. 37, at 12. 

46 A deduction by the acquiring corporation is possible only where the original debtor’s 
obligation is assumed by such acquiring corporation. Compare Ambassador Hotel Co. of 
Los Angeles, 23 T.C. 163 (1954), with the precise wording of I.R.C. § 381(¢) (9) (1954). 
If the original debt is discharged as part of a taxable exchange, any deduction is that 
of the distributor or transferor corporation. Compare, Hendler v. United States, 17 
F.Supp. 558, 569 (D.Md. 1936), aff’d on other issues, 91 F.2d 680 (4th Cir. 1937), 
rev’d on issue involved here, 303 U.S. 564, 566 (1938). 

47 L.R.C. § 381(a)(1) (1954). 

48 The principal exception lies in the exclusion of ‘‘stock for stock’’ or a section 
368(a)(1)(B) type of reorganization. See I.R.C. § 381(a)(2) (1954). 
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izations,*® is entitled to the same amortization deductions for debt 
discount and issuance expenses as the original debtor would have 
been. 

Under the 1939 Code and predecessor revenue acts such deduc- 
tions were limited © to a surviving or successor corporation which 
had assumed liability as a result of a statutory merger or consoli- 
dation or their equivalent.*! Because section 381(c)(9) specifies 
that for the purpose of this amortization deduction the acquiring 
corporation shall be treated as the distributor or transferor cor- 
poration, it should follow that not only debt discount and issuance 
expense may be amortized by such acquiring corporation, but that 
unamortized discount and expense unrecovered at the time of such 
debt’s retirement by the acquiring corporation plus all other retire- 
ment expenses also may be deducted by such an acquiring corpora- 
tion. Any premium paid by an acquiring corporation to effect the 
premature retirement of a distributor or transferor’s debt should 
likewise be deductible, since such expense appears to have been al- 
lowable even under the 1939 Code and earlier revenue acts, at least 
where statutory mergers or consolidations or their equivalent were 
involved.” 

Although the foregoing rules relating to the general tax treat- 
ment of the various costs of securing, using, and repaying borrowed 
funds are now well established, considerable confusion still sur- 
rounds the proper tax classification of these various deductions. 
Because the full scope and impact of their deductibility are in no 
small degree dependent upon such classification of these costs, an 
examination of the general problem is required. 


49 I.R.C. § 381(a) (2) (1954). 

50 Ambassador Hotel Co. of Los Angeles, supra note 46; New York Central R. Co. v. 
Comm’r, 79 F.2d 247 (2d Cir. 1935), cert. denied, 296 U.S. 653 (1935), reversing 28 
B.T.A. 437 (1933) ; American Gas & Electrie Co., supra note 30; Illinois Power & Light 
Corp., supra note 30; Coast Counties Gas & Electric Co., supra note 30; Metropolitan 
Edison Co., supra note 30. 

51 That is, those qualifying as reorganizations under I.R.C. § 112(g)(1)(A) (1939), 
now I.R.C. § 368(a) (1) (A) (1954). Query as to the effect of I.R.C. § 381(¢) (16) (1954) 
upon the deductibility of these costs of employing borrowed money by an acquiring 
corporation where such acquisition antedated ‘‘the effective date of the provisions of’’ 
Subchapter C, i.e., for the most part June 22, 1954, But see generally I.R.C. §§ 393, 394, 
and 395 (1954) and Reg. Secs. 1.393 and 1.395. 

52 Metropolitan Edison Co., supra note 30, at 1119-1120; Pennsylvania Water & Power 
Co., 36 B.T.A. 467 (1937), rev’d on appeal on other issues, 98 F.2d 812 (3d Cir. 1938), 
aff’d on these other issues sub nom. Helvering v. Metropolitan Edison Co., 306 U.S. 522 
(1939) ; General Gas & Electric Corp., P-H B.T.A. MEM. Dec. {| 37,149, aff’d on appeal 
on other issues, 98 F.2d 561 (2d Cir. 1938), rev’d on these other issues, 306 U.S. 530 
(1939). 
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C. Tue Tax Nature or THE Various Costs or Borrowine Funps 


Of the five commonly encountered costs of securing, retaining, 
and repaying borrowed funds, i.e., (1) debt discount, (2) issuance 
expense, (3) interest, (4) retirement expenses, and (5) retirement 
premium, only the third, or interest payable during the term of a 
loan ‘‘as compensation for the use or forebearance of money,’’™ is 
readily susceptible of positive tax classification. With respect to all 
four of the other deductible costs of employing borrowed capital, 
considerable confusion as to their proper tax classification exists. 
Express statutory authorization for the deduction of any of these 
four items of cost is missing from the Internal Revenue Code, which 
at best contains but oblique references™ to ‘‘bond discount,’’ 
wherein deductibility in some unspecified fashion is assumed but 
left unexpressed. 

Of these four items of cost, items one and two, being debt dis- 
count and issuance expenses, have proved the most troublesome 
authoritatively to classify for tax purposes. At least three separate 
and mutually exclusive classifications of these two cost items have 
at various times been adopted by the courts and administrative au- 
thorities, which have upon occasion alternatively categorized them 
as losses, as interest, and as ordinary and necessary business ex- 
penses. Other courts in similarly upholding their deductibility have 
contented themselves with the less categorical ‘‘either-or’’ classifi- 
cation, such as ‘either interest or loss,’’ and alternatively, ‘‘either 
expense or loss.’’ 

Each of the possible points of view has attracted its own adher- 
ents, and each poses its own peculiar problems. Because far-reach- 
ing tax consequences, apparently not all of which have yet been 
fully explored judicially or administratively, flow from the particu- 
lar category into which these deductible items of cost are cast, first 
an analysis and then a critical evaluation of the competing views 
are rendered necessary. 


1. Loss 


Perhaps the category in which the deduction for debt discount 
and issuance expense has most often been classified for tax purposes 
is that of loss. The Supreme Court has characterized debt discount, 
including within that term all issuance costs directly pertaining 
thereto, as ‘‘a loss to the taxpayer, definite as to its date and 

53 F. Rodney Paine, 23 T.C. 391, 399 (1954), taxpayer’s appeal pending, 8th Cir. 


Mar. 28, 1955. 
54 Cf. ILR.C. §§ 108(a) and (b) and 1232(b)(1) (1954). 
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amount, and represents a part of the cost of the borrowed capital 
during each year of the life of the bond issue.’’ ® 

The Second Cireuit Court,** rejecting the Fourth Cireuit Court’s™ 
earlier classification of the deduction for debt discount as ‘‘inter- 
est,’’ held the deduction to be most appropriately allowable as a 
‘‘loss sustained.’’ In a subsequent decision the Fourth Cireuit 
Court, citing the Supreme Court’s view quoted above, held that an 
accrual basis taxpayer which has issued debt at a discount is ‘‘ per- 
mitted to deduct annually, as a ‘loss’ the amortization of the dis- 
count over the life of the bond.’’ ** The Board of Tax Appeals * has 
squarely held that debt discount is deductible ratably over the life 
of the loan as a ‘‘loss.’’ In reliance upon this holding, the Board’s 
successor, the Tax Court of the United States, has affirmed that 
‘*bond discount is founded upon the concept of compensation for a 
prospective loss.’’ © 

In addition to the foregoing judicial authorities classifying the 
deduction for debt discount as a ‘‘loss,’’ the Treasury Regulations 
implementing the 1916 Revenue Act, as amended, likewise specifi- 
cally characterized the deduction as a ‘‘loss, the aggregate amount 
of which loss will, for the purpose of an income tax return, be pro- 
rated over the life of the bonds sold.’’®™ All Regulations ® issued 
thereafter, while specifically classifying debt discount as deductible, 
have, however, avoided categorizing the deduction as a loss, inter- 
est, expense, or otherwise.™ 


55 Helvering v. Union Pacific R. Co., 293 U.S. 282, 287 (1934), petition for rehearing 
denied, 293 U.S. 630 (1934). 

56 Union Pacific R. Co. v. Comm’r, 69 F.2d 67, 71 (2d Cir. 1934), aff’d, 293 U.S. 282 
(1934), accord, New York Central R. Co. v. Comm’r, supra note 50, at 249; Comm’r v. 
Great Western Power Co., note 35 supra, at 96-97. 

57 ** As has been said, bond discount is really deferred interest payable at the maturity 
of the bonds.’’? Western Maryland Ry. Co. v. Comm’r, 33 F.2d 695, 698 (4th Cir. 1929). 

58 Dodge Brothers, Inc. v. United States, 118 F.2d 95, 103 (4th Cir. 1941). 

59 Atlantic & Charlotte Air Line Railway Co., 36 B.T.A. 558, 561-562 (1937). 

60 McKinney Manufacturing Co., 10 T.C. 135, 140 (1948). 

61 Reg. 33, Art. 150. 

62 Reg. 45, Art. 544(3) (a) and (b); Reg. 62, Art. 545(3)(a) and (b); Reg. 65, Art. 
545(3)(a) and (b); Reg. 69, Art. 545(3)(a) and (b); Reg. 74, Art. 68(3)(a) and 
(b); Reg. 77, Art. 68(3)(a) and (b); Reg. 86, Art. 22(a)—18—-(3)(a) and (b); Reg. 
94, Art. 22(a)-18(3) (a) and (b); Reg. 101, Art. 22(a)-18(3)(a) and (b); Reg. 103, 
See. 19.22(a)-18(3) (a) and (b); Reg. 111, See. 29.22(a)-17(3) (a) and (b); Reg. 118, 
See. 39.22(a)-17(c). 

63 These Regulations have been content over the years to note that, ‘‘If bonds are 
issued by a corporation at a discount, the net amount of such discount is deductible and 
should be prorated or amortized over the life of the bonds.’’ There is thus no tax classi- 
fication of the deduction for debt discount made by the Regulations, which likewise fail 
to note the deduction is not limited to corporate debtors, to discount on bonds, or that 
only accrual basis taxpayers are entitled to amortize debt discount over the life of the 
loan. To call these Regulations inadequate is thus indeed an understatement. 
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Perhaps the greatest objection to classifying the amortization de- 
duction allowable to accrual basis taxpayers for debt discount and 
issuance expenses as a ‘‘loss’’ lies in the statutory language author- 
izing this type of deduction. Section 165(a) of the 1954 Code and its 
predecessors authorize a deduction from gross income for ‘‘any 
loss sustained during the taxable year.’’ The verb ‘‘sustained”’ has 
uniformly been interpreted to mean that an economic loss to be 
deductible must actually have been realized during the taxable year, 
such realization being marked by the occurrence of a definite and 
ascertainable event closing the transaction. No such event, of 
course, occurs with respect to discount until the borrowed money is 
repaid, yet accrual basis debtors are allowed annual deductions in 
anticipation of such repayment, an event which may in fact never 
occur. Issuance expenses, on the other hand, are all incurred at the 
time of the debt’s issuance, but no immediate deduction therefor is 
allowable to either a cash or an accrual basis debtor. In conse- 
quence, although the courts have frequently held these amortiza- 
tion deductions for discount and issuance expenses to be allowable 
as losses, doctrinal doubts as to the soundness of such classification 
remain. 

More closely akin to a ‘‘loss,’’ as that term is normally employed 
in the field of federal income taxation, are the deductions allowed 
for any debt discount and issuance expenses remaining unamortized 
at the time such debt is paid off in cash. These deductible costs, of 
course, are similar to the deductions also allowed for the costs inci- 
dent to effecting the retirement of outstanding debt, including any 
premiums payable thereon. The Eighth Cireuit Court has classified 
all such items as losses, and similar language has been employed 
by the Ninth Cireuit Court.® The Board of Tax Appeals “ has also 
upon occasion classified unamortized debt discount, retirement ex- 
penses, and retirement premiums as deductible losses. 

If the costs of employing borrowed funds are allowable only as 
‘‘losses,’’ then certain definite limitations are imposed by the Code 
upon their deductibility, which would not be applicable were such 


64 Helvering v. Union Public Service Co., 75 F.2d 723, 724 (8th Cir. 1935). 

65 San Joaquin Light & Power Corp. v. McLaughlin, 65 F.2d 677, 679 (9th Cir. 1933), 
overruled on another issue, Great Western Power Co. v. Comm’r, supra note 35, at 544. 

66 ‘The amount of $5,900 paid as redemption premiums is a loss sustained by the peti- 
tioner in the purchase and retirement of its own bonds.’’ Indiana Lamp Corp., note 27 
supra, at 494. See also Liquid Carbonic Corp., note 38 supra, at 1196; 375 Park Avenue 
Corp., note 38 supra, at 973. Compare Kansas City Southern Ry. Co., supra note 40, at 
686-687 (Issue 5). 
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items to be properly classifiable as ‘‘interest.’’ For example, losses 
sustained during the taxable year are allowable under section 165 
(a) of the 1954 Code but only to the degree ‘‘not compensated for 
by insurance or otherwise.’’ In Atlanta & Charlotte Air Line Rail- 
way Co. taxpayer sold $5,500,000 face amount of its Series A First 
Mortgage Bonds to the public for a net consideration of $5,252,500. 
The taxpayer was denied an appropriate amortization deduction, 
however, because such debtor had received from its corporate lessee 
the $247,500 difference between the face amount of its bonds and the 
net consideration received therefor. Debt discount being deemed a 
‘‘loss,’’ the taxpayer was held to have been reimbursed therefor by 
its lessee and therefore entitled to no deduction. 

Another facet of the problem of interest-versus-loss classification 
of debt discount and issuance expense is presented in Longview 
Hilton Hotel Co. There an accrual basis corporate debtor dis- 
solved on May 31, 1944, and in complete liquidation distributed all 
of its assets in kind to its eight stockholders, who assumed and 
agreed to pay its mortgage debt due to an insurance company. At 
the time of its dissolution the corporate debtor had outstanding 
$134,125 of an original mortgage debt of $167,000. The negotiation 
of said mortgage had cost $30,000 in brokerage fees, of which $22,- 
750 was still unamortized at the time of the debtor’s dissolution. 
The Tax Court, over the Commissioner’s protest, held that the cor- 
porate debtor was entitled to deduct this entire unamortized issu- 
ance expense in its final federal income tax return. In upholding 
this deduction, the Court ruled first, that debt discount is ‘‘in the 
nature of interest expense’’; ® and second, that issuance expense is 
‘‘Sufficiently analogous to discount’’ *° to receive the same tax trea 
ment. If these costs of securing borrowed funds had been held by 
the Court to have constituted ‘‘losses,’’ then deductibility would 
have been rendered highly doubtful. Both the present Code™ and 
the Regulations * under the 1939 Code provide that ‘‘no gain or loss 
shall be recognized to a corporation on the distribution of property 
in partial or complete liquidation.’’ The deductibility of unamor- 


67 36 B.T.A. 558 (1937). 

689 T.C. 180 (1947). 

69 Id. at 182. 

70 Ibid. 

71 T.R.C. § 336 (1954). 

72 Reg. 118, Sec. 39.22(a)-20 employs substantially the same language as does I.R.C. 
§ 336 (1954). See also S.Rep. No. 1622, 83d Cong., 2d Sess. 258. | 
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tized issuance expense as interest or as business expense upon the 
debtor’s liquidation is not, of course, inhibited by the Code.” 
Apparently, a similar problem may arise with respect to non- 
liquidating distributions in kind. Under section 311(a) of the 1954 
Code, the general rule is that a corporation realizes neither gain 
nor loss upon the distribution of property with respect to its 
stock.™* The three exceptions to this basic rule are where the prop- 
erty distributed consists of installment obligations,” LIFO inven- 
tory,” and of property subject to debt in excess of the distributor- 
debtor’s adjusted tax basis therefor.” If the distributor’s adjusted 
tax basis is not less than the debt outstanding on property so dis- 
tributed, no loss upon such distribution would appear allowable for 
tax purposes. If, however, these unamortized costs of securing bor- 
rowed funds are not deemed to be losses, but interest or business 
expenses, then no statutory prohibition denies their deductibility. 
Even more difficult problems may arise for the non-corporate 
debtor if debt discount is properly deductible only as a loss. For 
losses sustained by an individual to be deductible it is not only nec- 
essary that no compensation be received therefor ™ but also that 
such losses shall have been incurred in a trade or business,” in a 
non-business transaction entered into for profit,®° or have arisen 
from fire, storm, other casualty, or theft.*’ Although individuals * 
as well as corporations ** have, of course, been held entitled to de- 


73 Query whether as to unamortized discount proper treatment is accorded. Are the 
debtor’s obligations to be deemed to have been constructively paid before distributions 
are made to stockholders as such? Cf. Houston Natural Gas Corp. (Texas) Successor v. 
Comm’r, 173 F.2d 461 (5th Cir. 1949). 

74 T.R.C. § 311(a)(2) (1954). 

75 I.R.C. §§ 311(a) and 453(a) (1954). 

76 T.R.C. § 311(a) and (b) (1954). 

77T.R.C. § 311(a) and (ce) (1954). 

78 I.R.C. § 165(a) (1954). 

79 I.R.C. § 165(e)(1) (1954). 

80 I.R.C. § 165(e)(2) (1954). 

81 I.R.C. § 165(¢) (3) (1954). 

82 Julia Stow Lovejoy, 18 B.T.A. 1179 (1930) (debt to finance construction by real 
estate operator of warehouse to be rented); Sigmund Spitzer, 23 B.T.A. 776 (1931), 
appeal (T) dismissed, 3d Cir. Jan. 29, 1934 (extension of loan on rental real estate) ; 
Emil W. Carlson, 24 B.T.A. 868 (1931) (debt to finance construction of apartment house 
by Chicago real estate operator) ; Samuel W. Weis, 30 B.T.A. 478 (1934), compromised 
on appeal, 90 F.2d 1022 (5th Cir. 1937) (proceeds of bonds used to retire earlier bond 
issue of individual engaged in divers business activities); M. P. Klyce, Administrator, 
41 B.T.A. 194 (1940), appeal (c) dismissed, 5th Cir. Nov. 22, 1940 (extension of loan 
on real estate in estate to enable administrator to avoid foreclosure and to proceed with 
settlement and distribution of estate); Sayres F. Harman, 4 T.C. 335 (1944) (loan to 
purchase livestock for farm operated for profit); O.D. 959, 4 Cum. Buu. 129 (1921) 
(bonds of ‘‘sole proprietor of an unincorporated business’’). 

83 See notes 55, 61, and 62 supra. 
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ductions for the costs of employing borrowed funds, all such in- 
stances have in fact involved the borrowing of money for use in 
income-seeking transactions.** 

The question is thus presented whether the costs of securing bor- 
rowed funds are deductible by an individual ® if such debt is in- 
curred to purchase a private residence, a home freezer, a television 
set, or a private motor vehicle used solely for pleasure. No cases in 
point have been found. Legal principle, however, would indicate 
that no deduction is properly allowable in such a case if the costs of 
employing borrowed funds are properly classifiable as a loss,** as 
an ordinary and necessary business,*” as a non-business expense, 
i.e., one arising out of a transaction entered into for the production 
of taxable income,** or as depreciation.*® Should the deductions for 
the costs of securing, retaining, and repaying borrowed funds be 
properly classifiable as ‘‘interest,’’ *° however, then they would all 
be fully deductible without regard either to the debtor’s purpose in 
borrowing or to the actual use *' to which such funds were put. The 
Code section * providing for the deductibility of interest does not 
condition allowance thereof upon its being either ‘‘ordinary and 
necessary”’ or ‘‘reasonable in amount,’’ or upon such interest hav- 
ing arisen in the course of some trade or business or other income- 
seeking activity. 


2. Interest 


The second most common classification of the deduction for debt 
discount and issuance costs is that of ‘‘interest.’’ For tax purposes, 
interest deductible under the Code ® is simply ‘‘the amount one has 
contracted to pay for the use of borrowed money’’; ** ‘‘the compen- 
sation allowed by law or fixed by the parties for use, forbearance, 


84 See cases note 82 supra. 

85 Both the magnitude and the immediacy of the problem are emphasized by the fact 
that individual debt, in large measure contracted for the purpose of financing new houses, 
new cars, and other forms of consumer goods, each month rises to new heights. See notes 
7 and 8 supra. 

86 T.R.C. § 165 (1954). 

87 L.R.C. § 162(a) (1954). 

88 T.R.C. § 212 (1954). 

89 L.R.C. § 167(a) (1954). 

90 T.R.C. § 163 (1954). 

91 Minor exceptions to this general rule of deductibility of interest do exist. See I.R.C. 
163(¢). 

92 T.R.C. § 163(a) (1954). However, see I.R.C. §§ 264, 265(2), 266, and 267. 

93 Ibid. 

94 Old Colony R. Co. v. Comm’r, 284 U.S. 552 (1932). 


a 
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or detention of money’’; * or simply ‘‘compensation for the use or 
forbearance of money.’’ * Such definitions are not sufficiently spe- 
cific to aid in classifying as interest or otherwise the costs of em- 
ploying borrowed capital, other than the annually recurring cost 
specifically denominated interest by the parties, or perhaps debt 
discount where no interest as such is provided for by the parties 
and such discount is clearly intended by them to be the creditor’s 
compensation for the use of his money.” 

From the point of view of sheer economics, debt discount and is- 
suance expenses, the expenses of redeeming debt, and any pre- 
miums paid to effect such redemption are as much a part of the 
total cost of using the funds so borrowed as is the interest specified 
as such to be paid during the outstanding term of the loan. This 
fact is well recognized, the Supreme Court having noted that: ** 


Both commissions and discount, as the Government concedes, are factors 
in arriving at the actual amount of interest paid for the use of capital pro- 
cured by a bond issue. The difference between the capital realized by the 
issue and par value, which is to be paid at maturity, must be added to the 
aggregate coupon payments in order to arrive at the total interest paid. 


The Fourth Cireuit Court in an early decision, taking this same 
view, stated: 


Bond discount is in reality additional interest payable upon the maturity 
of the bonds, and an appropriate part of it accrues each year and should be 
treated as interest paid or accrued on the bonds for that year. 


95 Fall River Electric Light Co., 23 B.T.A. 168, 171 (1931). See also G.C.M. 21890, 
1940-1 Cum. BULL. 85. 

96 Deputy v. du Pont, 308 U.S. 488 (1940). 

97‘*The respondent has determined, in the instant case, that the difference between 
the basis of the notes acquired by petitioners and the face value of such notes (adjusted 
to the price at which they were sold just before maturity) was interest in the form of 
discount. It is our view that if, and to the extent that, this difference in fact represents 
compensation for use or forebcarance of money (as distinguished from other elements, 
such as marketability, which may likewise be reflected in discount at the time of acquisi- 
tion) it must be considered interest.’’ F. Rodney Paine, supra note 53, at 399. 

98 Helvering v. Union Pacific R. Co., 293 U.S. 282, 286 (1934). Subsequently, in the 
same opinion, however, the high Court also characterized these deductions as a ‘‘loss,’’ 
in terms even more positive. 

99 Western Maryland Ry. Co. v. Comm’r, 33 F.2d 695, 696 (4th Cir. 1929). Compare, 
however, the same Court’s opinion in Dodge Brothers, Inc. v. United States, supra note 
58, at 103, classifying debt discount as a ‘‘loss’’ but at the same time noting that, ‘‘In 
income tax accounting, the issuance of bonds at a discount is regarded as an assumption 
by the issuing corporation of additional interest payments. It therefore becomes incum- 
bent upon us to look to the substance of a given transaction to see whether a discount, 
in the nature of additional interest, has actually been given by the issuing corporation, 
thus determining whether such discount comes within the amortization regulation.’’ The 
same ambivalence between the ‘‘loss’’ and ‘‘interest’’ categories appears in the decision 
below, Dodge Bros., Ine. v. United States, 33 F.Supp. 312, 321-323 (D.Md. 1940). 
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In a subsequent opinion this same Circuit Court, while again char- 
acterizing the deduction for debt discount as ‘‘interest,’’ 1 also 
classified it as a ‘‘loss.’’ 1° 

This same ambivalence ’*” appears in the decision of the District 
Court below, which thus touched upon all three theories of deducti- 
bility without seeming awareness of their mutual exclusiveness : 


The basis on which bond discount is permitted to be deducted from gross 
income in income tax accounting is that it constitutes in effect additional 
interest over the rates specified in the bonds, and is thus an added expense 
in the conduct of business. When interest-bearing bonds or debentures, the 
principal of which is payable in the future, are issued for money in an 
amount less than the principal of the bonds or debentures, it is obvious that 
the borrower will sustain a definite and certain loss, if it remains solvent, 
in the amount of the difference between the sum received and the principal 
value of the obligation. The difference is commonly called discount and when 
amortized over the life of the bond issue is in effect added interest. 


Four years earlier this same Court had unhesitatingly stated that 
‘*bond discount is merely an increased interest rate on bonds.’’ 1 

Similar ambivalence appears in the Ninth Cireuit Court’s deci- 
sion in San Joaquin Light & Power Corp. v. McLaughlin, where the 
Court upheld the deductibility in the year of retirement of unamor- 
tized debt discount and retirement expenses as: 7” 


either a payment of interest which the statute expressly directs should be 
deducted from current income or is a loss of capital which the statute also 
allows as a deductible loss. 


The United States Court of Appeals for the District of Columbia, 
however, has never suffered from this judicial schizophrenia. Amor- 


100 Dodge Brothers, Inc. v. United States, supra note 58, at 103. 

101 ‘The taxpayer is thus permitted to deduct annually, as a ‘loss,’ the amortization 
of the discount over the life of the bond.’’ Ibid. 

102 ‘* The amortization of bond or debenture discount when allowable, is treated in 
income tax accounting as additional interest, and is based on the authority of the sections 
of the law which permit the deduction from gross income of interest paid or accrued 
within the taxable year on indebtedness, and for ‘losses’ sustained during the taxable 
year and not compensated for by insurance or otherwise.’’ Dodge Bros., Inc. v. United 
States, supra note 99, at 321. 

103 Jd, at 322-323. As can be seen, the Court at first leans toward the ‘‘interest’’ ap- 
proach with respect to the deductibility of debt discount, then seemingly swerves toward 
the ‘‘ordinary and necessary business expense’’ category, finally favors the third cate- 
gory, i.e., ‘‘loss,’? and then reverts once again to the ‘‘interest’’ classification. The 
emphasis on the word ‘‘money’’ is an oblique reference by the Court to the then unre- 
solved problem whether debt issued for property could as a matter of principle be deemed 
to have been issued at a discount. This problem even today cannot perhaps be deemed 
fully foreclosed. Cf. Montana Power Co. v. United States, 56-1 U.S.T.C. 7 9402 (3d 
Cir. 1956). 

104 Hendler v. United States, supra note 46, at 569. 

105 65 F.2d 677, 680 (9th Cir. 1933), overruled on another issue, Great Western Power 
Co. v. Comm’r, 297 U.S. 543, 544 n.3 (1936). 
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tization of debt discount and issuance expense is deductible in the 
District as interest.’ 

The Board of Tax Appeals has long felt with respect to debt dis- 
count that: 1° 

The amortization of this discount imports a theory that the discount is 
an adjustment of the difference between the interest prescribed and the 
going market rate of money. It is sometimes metaphorically called deferred 
interest. 


This holding echoed the Board’s earlier position that debt discount 
‘is in the nature of deferred interest,’’ 1° or ‘‘is in fact a deferred 
interest charge.’’ 1? The Tax Court has continued to consider debt 
discount and issuance expense as falling ‘‘within the ordinary and 
accepted definition of interest’’ 1’ or as being ‘‘in the nature of 
interest expense accruing ratably during the term for the use of 
borrowed money.’’ '™ Neither the Board nor the Tax Court’s clas- 
sification of debt discount as ‘‘interest’’ has, however, been ad- 
hered to rigorously to the exclusion of all other classifications.’” 
The Internal Revenue Service for excess profits tax purposes 
strongly contends that all debt discount '” is interest and that 
therefore the deduction must be restored to income in computing a 
taxpayer’s excess profits net income where the excess profits tax 
credit is based on invested capital.’** The Service professes to but- 
tress its position with the holding in Central Station Signals, Inc...” 
There taxpayer, in computing its normal tax net income, claimed 
and was allowed a deduction for debt discount as interest under 
section 23(b) of the 1939 Code but attempted without success to 


106 ‘* Thus, the total amount of discount and expense was $124,043.60. According to the 
rule of correct accounting as approved by the department this amount should be amor- 
tized or prorated over the life of the bonds so as to disclose the true and correct annual 
interest which the corporation was paying for the use of the money.’’ Helvering v. Cali- 
fornia Oregon Power Co., note 30 supra. 

107 New York, Chicago & St. Louis Railroad Co., 23 B.T.A. 177, 196 (1931), aff’d, 64 
F.2d 152 (D.C. Cir. 1933). 

108 United States Playing Card Co., 15 B.T.A. 975, 981 (1929). 

109 Chicago, Rock Island & Pacifie Ry. Co., note 17 supra, at 1036. 

110 Court Holding Co., 2 T.C. 531, 536 (1943), rev’d on other issues, 143 F.2d 823 (5th 
Cir. 1944), rev’d on those other issues, 324 U.S. 331 (1945). 

111 Longview Hilton Hotel Co., note 40 supra, at 182. 

112 Compare Atlantic & Charlotte Air Line Railway Co., note 59 supra, and McKinney 
Manufacturing Co., supra note 60, classifying those deductions as ‘‘losses.’’ 

113 But not issuance expense. 

114 Cf., for example, I.R.C. §§ 711(a)(2)(B) (E.P.T. II) and 433(a)(1)(N) (E.P.T. 
III) (1939). The interest deduction under E.P.T, II was halved but under E.P.T. III 
was ‘‘reduced by an amount equal to 75 per centum.’’ For the rules applicable to the 
interest adjustment where the credit is based upon income under E.P.T. III, see section 
433 (a) (1) (O). 

11510 T.C. 1015 (1948), aff’d per curiam, 174 F.2d 479 (2d Cir. 1949). 
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avoid classifying this discount as interest for excess profits tax pur- 
poses. The courts were, of course, thus not presented with the ques- 
tion whether this discount was in fact deductible as a loss or as a 
business expense. Factually, the discount in this case perhaps did 
in large part at least represent ‘‘compensation for the use or for- 
bearance of money”’ since no interest rate as such was specified. 
This decision cannot prove very helpful in attempting to classify 
the tax nature of discount on other facts, such as where a normal 
annual interest rate is specified and paid. Discount is too protean a 
term to fall readily into a single classification without regard to the 
specific factual nexus giving rise to it. 

The logical difficulties inherent in classifying debt discount as 
‘interest’? appear perhaps most clearly when considered in the 
light of the similar deduction for issuance expenses. Interest by 
definition is consideration paid to a lender for the use or forebear- 
ance of money. Issuance costs of debt such as fees of underwriters, 
attorneys, and accountants, advertising and printing costs, and 
stock exchange listing fees, are all admittedly costs of procuring 
the use of borrowed money. None of these expenses, however, is 
paid to the lender, as interest is. Neither do they vary in direct pro- 
portion to the amount borrowed, as interest does. Nevertheless, be- 
cause such expenses are ‘‘intimately connected with the loan and in 
fact constitute a part of the cost of the money borrowed,’’ **® the 
courts have often accorded them the same tax treatment ** as debt 
discount itself. That is, debt discount and issuance expenses are 
amortizable ratably over the life of the loan, and upon premature 
retirement thereof for cash ™* an immediate deduction is allowable 
for any unamortized discount and issuance expenses plus all costs 
of effecting the retirement, including any premiums paid. 

Concededly, the costs attendant both upon the issuance and re- 
tirement of debt constitute just as direct a part of the borrower’s 
over-all costs of employing borrowed funds as does the annual pay- 
ment made to the lender which is specified as interest. But not all 
carrying charges relating to borrowed funds constitute interest." 
Although all of these items of necessary fiscal cost are deductible 
ratably over the life of the loan ’*° or in the year of the debt’s retire- 
ment for cash,’ the designation of all of these costs as ‘‘interest”’ 


116 Chicago, Rock Island & Pacifie Ry. Co., note 17 supra, at 1035. 

117 Helvering v. Union Pacific R. Co., note 14 supra; Great Western Power Co. v. 
Comm’r, note 35. 

118 See note 27 supra. 

119 Deputy v. du Pont, note 96 supra, at 497. : 

120 Longview Hilton Hotel Co., note 40 supra, at 183, and authorities cited. 

121 Ibid. See also note 27 supra. 








392 TAX LAW REVIEW [Vol. 11: 


seems both arbitrary and of doubtful soundness if effect is to be 
given to the Supreme Court’s well-worn admonition that 122 

*‘interest’’ means what is usually called interest by those who pay and those 
who receive the amount so denominated in bond and coupon, and the words 


of the statute permit the deduction of that sum, and do not refer to some 
esoteric concept derived from subtle and theoretic analysis. 


The validity of classifying the costs of issuing and retiring debt 
as interest may be checked more pragmatically by comparing the 
tax treatment afforded these costs in the decided cases with that 
generally conceded to interest payments. In the case of an accrual 
basis debtor, interest is deemed to accrue ratably over the life of 
the loan,'** as is bond discount and issuance expense." Where inter- 
est accrued on a debt of an accrual basis obligor is released not by 
discharge '* but is continued in another form, such as being ex- 
changed for new debt or stock of such obligor, interest is deductible 
up to the date of such debt’s transformation,’* despite the fact that 
at the close of such a debtor’s taxable year no interest in fact has 
been paid and no liability for interest may be outstanding. 

Although no discussion of the legal theory involved has been 
forthcoming, accrual basis debtors have in numerous instances been 
allowed to accrue the deduction for debt discount and issuance ex- 
pense up to the date the old bonds were retired for cash.’*? These 
cases are perhaps explicable on the ground that the same amount 
was deductible whether allocated between amortized and unamor- 
tized debt discount or all treated as unamortized discount fully 
deductible as such in the year of the debt’s retirement. 


122 Old Colony Railroad Co. v. Comm’r, 284 U.S. 552, 561 (1932). 

123 Saner-Ragley Lumber Co., 3 B.T.A. 927, 932 (1926). 

124 Great Western Power Co. v. Comm’r, note 35 supra; Helvering v. Union Pacific R. 
Co., supra note 14; Reg. 118, Sec. 39.22(a)-17(c). 

125 Where the debt with interest accrued thereon is not continued in another form but 
is simply cancelled, no interest deduction for the year in which such cancellation oceurs 
is allowable. Shellabarger Grain Products Co., 2 T.C. 75, 88 (1943), aff’d on other issues, 
146 F.2d 177 (7th Cir. 1944) ; MeConway & Torley Corp., 2 T.C. 593, 596 (1943) ; Towers 
& Sullivan Mfg. Co., 25 B.T.A. 922, 925 (1932). 

126 Hummel-Ross Fibre Corp., 40 B.T.A. 821 (1939); Shamrock Oil & Gas Co., 42 
B.T.A. 1016, 1018 (1940); I.T. 3635, 1944 Cum. BuLu. 101. 

127 Chicago & North Western Ry. Co., 22 B.T.A. 1407, 1434-1435 (1931) (Issue 10), 
rev’d on another issue, 66 F.2d 61 (7th Cir. 1933), cert. denied sub nom. Burnet v. 
Chicago & North Western Ry. Co., 290 U.S. 672 (1933) ; American Chicle Co., 23 B.T.A. 
221 (1931), aff’d on another issue, 65 F.2d 454 (2d Cir. 1933), rev’d on the other issue, 
291 U.S. 426 (1934) ; Norfolk Southern Railroad Co., 25 B.T.A. 925, 927 (1932) ; Great 
Western Power Co., supra note 35; General Gas & Electric Corp., supra note 52; Metro- 
politan Edison Co., supra note 30; Pennsylvania Water & Power Co., supra note 52; 
Congress Square Hotel Co., supra note 35. 
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Perhaps on a parity of reasoning with the interest cases referred 
to above,’** in connection with debt plus accrued interest thereon 
which is not cancelled but is simply transformed into another form, 
an accrual basis debtor has been allowed to amortize debt discount 
and issuance expense up to the date upon which such debt was ex- 
changed for new debt.” Any unamortized discount and expense 
remaining unrecovered at the time of the exchange must under the 
decided cases **° be amortized ratably over the life of the new debt. 
In consequence, as of the close of the taxable year in which the ex- 
change takes place the new debt with a different maturity date will 
have replaced taxpayer’s old debt originally issued at a discount. 
Nevertheless, a deduction for amortized discount and issuance ex- 
pense calculated on the life of the old debt to the date of its ex- 
change for new debt has been allowed.*** 

As noted above,’ interest is allowable as a deduction to an ac- 
crual basis debtor up to the date on which it plus the underlying 
debt upon which such interest is accruing is exchanged for stock. 
The rule is quite otherwise, however, with respect to the deduction 
for debt discount amortization and for debt retirement costs. In the 
leading case, Pierce Ou Corp.,'* an accrual basis taxpayer, having 
issued ten-year debentures in 1914 at a substantial discount, ac- 
quired $4,191,700 face amount of such debentures in a direct ex- 
change for a like par value of its new preferred stock in September, 
1919. Taxpayer’s claim for the appropriate amortization of debt 
discount allocable to the debentures so exchanged for stock for 
January to September, 1919 was categorically denied, the Board 
stating : ™* 


Whatever may be said for the deduction of the unamortized discount when 
the bonds are discharged, even though it be with the proceeds of an issue 
of new bonds, . . . it cannot apply to the direct exchange of shares for the 
outstanding bonds. The reason for recognizing discount is the anticipation 


128 See authorities cited note 126 supra. 

129 Great Western Power Co., supra note 35. 

130 See note 35 supra. 

131 See note 127 supra. 

182 See note 126 supra. 

133 32 B.T.A. 403, 419-423 (1935) (Issue III). 

134 Id, at 421-422. Compare, however, the allowance of debt discount up to the date of 
actual conversion into the debtor’s common stock in I.T. 2347, VI-1 Cum. BULL. 86 
(1927), and G.C.M, 9674, X-2 Cum. BuLL. 354 (1931). This language, of course, reflects 
the view of the Supreme Court in Old Mission Portland Cement Co. v. Helvering, note 42 
supra, at 292, to the effect that, ‘‘ Amortized bond discount is deductible from the tax- 
payer’s gross income only by way of anticipation of payment of the bonds at maturity. 
It is then that the taxpayer pays the difference between the amount realized upon the 
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of payment at maturity of the full amount of the obligation which amount 
is greater than the amount originally received. . . . During the period of 
the obligation the supposition is indulged that it will be paid in full, and 
this supposition is what supports the amortization of the discount... . If 
the original amount were received for shares instead of bonds, there would 
be no fixed maturity, no discount, and no amortization, . . . So, when the 
obligation of the bond becomes by substitution not a new obligation but a 
share in the enterprise, the occasion for amortization ceases, and the deduc- 
tions which have theretofore been justified by an anticipation of full pay- 
ment must cease with the fall of their supporting hypothesis. .. . 


A similar position has been taken by the Treasury.’* 

Another point at which the tax treatment of interest differs from 
that accorded the other costs of securing borrowed funds is found 
in cases of advance payment of interest. A cash basis debtor paying 
several years’ interest in advance has been held entitled to deduct 
the full sum in the year paid.’** A similar cash basis debtor has, on 
the other hand, been repeatedly required to amortize over the life 
of the loan '** debt issuance expenses paid in cash. Hence, if issu- 
ance expenses are in reality interest, whether characterized as ‘‘de- 
ferred,’’ ‘‘delayed,’’ or ‘‘quasi,’’ then issuance expenses should as 
a matter of legal principle be deductible by a cash basis borrower in 
the year of payment.’** The fact that a deduction in the year of pay- 
ment has so uniformly been denied ** to cash basis borrowers for 
the expenses of issuing debt militates strongly against the classifi- 
cation of issuance expense as interest, at least in the sense that the 
term is employed in section 163(a) of the 1954 Code and predeces- 
sor tax statutes. 

It should also be noted that debt premium or the excess consider- 


sale of the bonds and their par value, which is the subject of the amortization.’’ Of 
course, the same reasoning is applicable to the interest accrued but unpaid which is 
exchanged for stock before the close of the taxable year of accrual and for which a tax 
deduction as interest has nevertheless repeatedly been allowed. See cases cited note 126 
supra. 

135 T.D, 4603, XIV-2 Cum. BuLL. 58, 59 (1935), accord, 375 Park Avenue Corp., note 
38 supra; Liquid Carbonie Corp., supra note 38, at 1196-1197. Compare on this point 
Chicago, Rock Island & Pacifie Ry. Co., note 17 supra, at 1036-1038. See also note 38 
supra. 

136 John D. Fackler, 39 B.T.A. 395 (1939); I.T. 3740, 1945 Cum. BuLL. 109. See also 
Court Holding Co., supra note 110, holding that a cash bonus of $350 paid in 1939 by a 
eash basis debtor to secure a loan repaid in part in 1939 and in part in 1940 was, 
although technically denominated ‘‘rent discount’’ by the parties, in fact interest deduct- 
ible as such in its entirety in 1939. 

187 Julia Stow Lovejoy, note 12 supra, at 1181-1182; Sigmund Spitzer, note 16 supra; 
Emil W. Carlson, note 16 supra; M. P. Klyce, Administrator, supra note 16; Detroit 
Consolidated Theatres, Inc., note 16 supra. 

138 See note 136 supra. 

139 See note 82 supra. 
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ation received on the issuance of debt over the sum required to be 
repaid on such debt’s maturity and hence, the converse of debt dis- 
count has authoritatively been held **° not to constitute a factor in 
computing ‘‘interest’’ paid by the debtor within the meaning of 
section 163(a) of the 1954 Code and predecessor tax statutes. Al- 
though such premium constitutes income accruable by an accrual 
basis debtor ratably over the life of the debt,'** it does not serve to 
offset interest payable thereon.’*? So, also, it has been held *** that 
a premium paid upon the redemption of a bond, the interest on 
which was excludible from the recipient’s gross income, is not inter- 
est but is taxable as capital gain under section 117(f) of the 1938 
Revenue Act. 

To be contrasted with these holdings is the Treasury’s current 
insistence that debt discount constitutes interest income to the ered- 
itor.1** Were such position to be sustained, it would follow that tens 
of millions of annual deductions for debt discount and issuance 
expense would be allowable to individuals in connection with con- 
sumer credit and installment buying costs. Thus, the intriguing 
thought occurs that the Treasury, to tax relatively small sums as 
income rather than capital gains, may annually lose enormous 
sums *° through extra deductions which, under any other theory, 
would have been unallowable to individual borrowers. 


3. Expense 


The third major category in which the deductions for debt dis- 
count and issuance expenses have been placed by the courts is that 
of ‘‘an ordinary and necessary business expense.’’ '*® Because the 
cases so doing generally long antedate the adoption of the non-busi- 
ness expense deduction,'** they contain no reference thereto, but, 
logically, they are equally applicable to classification thereunder. 

The leading case classifying the costs of borrowing money as an 
ordinary and necessary business expense is American National Co. 


140 Old Colony R. Co. v. Comm’r, note 94 supra; Fall River Electric Light Co., supra 
note 95, at 170-171. 

141 Reg. 118, Sec. 39.22(a)-17(b). 

142 Note 140 supra. 

143 District Bond Co., 1 T.C. 837, 840 (1943). See also Rev. Rul. 56-161, 1956 Int. Rev. 
Buu. No. 16, at 21-22. 

144 See notes 1 through 6 supra. 

145 See notes 7, 8, and 11 supra. 

146 T.R.C. § 162(a) (1954) ; I.R.C. § 23(a) (1) (A) (1939). 

147 T.R.C. § 212 (1954) ; I.R.C. § 23(a) (2) (1939), first added to the law by section 121 
of the Revenue Act of 1942. 
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v. Umted States,* which arose under the 1916 **° and 1917 **° Rev- 
enue Acts and involved an accrual basis taxpayer’s income and ex- 
cess profits tax liability for 1917. The taxpayer had since 1908 been 
engaged in the business of lending money secured by real estate 
mortgages and of selling those loans to investors. The loans were 
normally for a five-year term and bore interest at the specified rate 
of five per cent per annum, plus a commission payable to the tax- 
payer without interest two years from the making of the loan equal 
to ten per cent of the principal sum loaned. Retaining such commis- 
sions as its source of income, the taxpayer regularly resold its bor- 
rowers’ mortgage notes to the investing public either directly or 
through brokers. To induce buyers to purchase, the taxpayer 
agreed to pay an annual bonus to such buyers equal to one per cent 
of the principal of the loans purchased. The taxpayer regularly ac- 
crued and deducted the full amount of the bonus payments called 
for in its sales contracts in the year of their execution and likewise 
regularly accrued and reported as income the full ten per cent com- 
missions received from its borrowers. When a loan was repaid be- 
fore maturity, the taxpayer regularly restored to income the 
amount of any remaining portion of the one per cent annual bonus 
which had previously been deducted in full in the year such loan had 
been sold by the taxpayer. 

On these facts the Supreme Court upheld the taxpayer’s deduc- 
tions of the one per cent per annuni bonus as ‘‘an expense incurred 
and properly attributable to the company’s process of earning in- 
come during the year 1917.’’**' In the course of its opinion the 
Court specifically disapproved of the theory that this discount paid 
by the taxpayer as bonus contracts on the sale of loans was interest, 
stating : 


These contracts were not analogous to obligations to pay interest on money 
borrowed, but were expenses incurred in selling the loan notes... . 


This decision was followed on thoroughly analogous facts by the 
Fourth Circuit Court in Bonded Mortgage Co. of Baltimore v. Com- 


missioner. 


148 274 U.S. 99 (1927). 

149 39 Strat. 756, ¢.463. 

150 40 Stat. 300, ¢.63. 

151 Note 148 supra, at 105. 

152 Ibid. 

153 70 F.2d 341 (4th Cir. 1934), reversing on this issue Bonded Mortgage Co. of Balti- 
more, 27 B.T.A. 965 (1933), where the Board had to its own, but not the Fourth Circuit 
Court’s, satisfaction distinguished the Supreme Court’s decision in the American Na- 


tional case. 
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The position of the Board of Tax Appeals has indeed been a 
checkered one. The Supreme Court’s decision in American National 
was at first followed by the Board in Olinger Corp.’** Thereafter 
this position was reversed by the Board, which held that debt dis- 
count is not an ordinary and necessary business expense but ‘‘is in 
the nature of deferred interest, and in order to reflect the true 
net income, the discount must be amortized over the life of the 
bonds.’’ ”° The Board in Julia Stow Lovejoy 1° then proceeded spe- 
cifically to overrule its Olinger holding and continued to adhere to 
its new decision that the expenses of securing borrowed money must 
be amortized ratably over the life of such loans, even in the case of 
cash basis taxpayers. 

This new position was adhered to by the Board in Bonded Mort- 
gage Co. of Baltimore,'™ only to be flatly overruled by the Fourth 
Circuit Court.7°* The Circuit Court’s view was then followed by the 
Board in Franklin Title & Trust Co., ®® where it was stressed that 
the taxpayer could treat such costs of raising borrowed funds as 
ordinary and necessary business expenses only if the borrowing of 
money at a discount was frequently and regularly engaged in by the 
taxpayer in the normal course of business.’® 

All was once again reduced to confusion when the Supreme Court 
granted certiorari in Helvering v. Union Pacific R. Co. because of 
an alleged conflict in circuits on this issue due to the Fourth Cir- 
cuit Court’s holding in Bonded Mortgage Co. of Balitmore. In Un- 
ion Pacific R. Co. the Supreme Court held, of course, that an accrual 
basis debtor must amortize debt discount and issuance expenses 
over the life of the debt. On its facts, therefore, Bonded Mortgage 
Co. of Balitmore must be deemed overruled, although it is still 
occasionally cited for the generally innocuous and speciously plaus- 
ible tax proposition that ‘‘Both sides of the ledger must be treated 
alike.’’ 1® 


1549 B.T.A. 170 (1927); accord, Franklin Title & Trust Co., 32 B.T.A. 266 (1935). 

155 United States Playing Card Co., supra note 108. 

156 18 B.T.A. 1179, 1183 (1930) ; accord, Emil W. Carlson, supra note 16, at 871. 

157 27 B.T.A. 965 (1933) (Issue 2). 

158 70 F.2d 341 (4th Cir. 1934). 

159 32 B.T.A. 266 (1935). 

160 Of course, this view of what an ordinary and necessary business expense consists 
now seems clearly too narrow in the light of the Supreme Court’s holding in Welch v. 
Helvering, 290 U.S. 111, 113-114 (1933). 

161 293 U.S. 282, 283 (1934). 

162 Compare Martin, J., dissenting in Fourth Ave. Amusement Co. v. Glenn, 201 F.2d 
600 at 607 (6th Cir. 1953), quoting his own earlier opinion in Ohmer Register Co. v. 
Comm’r, 131 F.2d 682, 686 (6th Cir. 1942). 
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The Board,'® and its successor, the Tax Court,’* have now re- 
verted fully to the Lovejoy ® position that debt discount and issu- 
ance expense are not ordinary business expenses. The Second Cir- 
cuit Court ** early held against classifying the deduction for debt 
discount and issuance expense as business expenses, and the Fifth 
Cireuit Court '* has likewise recently recorded its views against 
such classification. 

Other courts, it is true, have occasionally toyed with classifying 
some aspect of the cost of borrowed money as an ordinary and nec- 
essary business expense. For example, even after the Supreme 
Court’s decision in Union Pacific, the Board of Tax Appeals *® felt 
that a premium paid by a debtor on the premature retirement of 
debt might be classified either as an ordinary and necessary busi- 
ness expense or as a loss. The same classification was applied in the 
case of commitment or stand-by fees whereby a borrower to insure 
the availability of funds at a fixed rate of interest at a future date 
or dates will pay a small sum, such as one-fourth of one per cent, on 
all sums not borrowed but which the lender is committed to lend on 
the borrower’s demand. Such fees are classified by the Service 1” as 
ordinary and necessary business expenses. Current doctrine, how- 
ever, seems almost universally opposed to classifying debt discount 
and issuance expense as ordinary and necessary business expenses. 


4. Depreciation 


A fourth and final possibility respecting the proper tax classifica- 
tion of debt discount and issuance expense is presented by the de- 
preciation deduction '” allowed for the exhaustion, wear, and tear 
of property used in trade or business or held for the production of 
taxable income. Depreciation allowance is not confined to tangible 
property alone; it is equally applicable to intangible property ' of 


163 Detroit Consolidated Theatres, Inc., supra note 12. 

164 Sayres F, Harman, 4 T.C. 335 (1944). 

165 See note 12 supra. 

166 Union Pacific R. Co. v. Comm’r, 69 F.2d 67, 71 (2d Cir. 1934), aff’d on other 
grounds, 293 U.S. 282 (1934). 

167 Clinton Park Development Co. v. Comm’r, 209 F.2d 951, 953 (5th Cir. 1954). The 
Court was equally opposed to classifying the deductions as losses. 

168 Metropolitan Edison Co., note 30, at 1120, accord, Pennsylvania Water & Power Co., 
supra note 52; Coast Counties Gas & Electric Co., note 30 supra, at 1205. 

169 Rev. Rul, 54-43, 1954-1 Cum. Buu. 119; Rev. Rul. 56-136, 1956 Int. Rev. Buy. 
No. 15, at 8. 

170 L.R.C. § 167(a)(1) and (2) (1954); L.R.C. § 23(1) (1939). 

171 Proposed Reg. 1.167(a)- 3, 20 Frp. Rea. No. 221, 8455 (Nov. 11, 1955); Reg. 118, 
Sec. 39.23(1)-3. 
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definitely limited life if used in trade or business or held for the 
production of taxable income. The decided cases have repeatedly 
held *” that debt discount and issuance expense represent the ac- 
quisition costs of a capital asset by the debtor, which must be re- 
covered ratably over the limited life of the loan. The leading 
cases ‘* reaching this result have relied heavily upon the rule re- 
quiring the costs of procuring a lease to be amortized ratably over 
the term of such lease. The Proposed Regulations '* under the 1954 
Code classify as depreciation the deduction allowed to a lessee for 
the cost of permanent improvements made on the leased premises 
where the useful life of such improvements is equal to or shorter 
than the remaining term of the lease, but as an ordinary and neces- 
sary business expense deductible under section 162 of the Code 
where such remaining leasehold term is shorter than the useful life 
of the permanent improvements effected by the lessee. By analogy, 
debt discount and issuance expense which have a useful life co- 
extensive with the term of the loan likewise may be deductible as 
depreciation. 

If the amortization of debt discount and issuance expense consti- 
tutes allowable depreciation, the question arises whether in the 
light of the new methods of depreciation authorized by the 1954 
Code,’ the straight line method must, as heretofore, be adhered 
to in future. The Code specifically provides that the declining bal- 
ance and sum of the years-digits methods, as well as the other 
newly-authorized methods of claiming depreciation, ‘‘shall apply 
only in the case of property (other than intangible property).’’ 1° 
It would appear, therefore, that the costs of securing borrowed 
capital must be amortized uniformly over the projected life of the 
loan.’ 


D. Wuat Tax CLASSIFICATION OF THE Costs oF EmpLoyinc BorroweED 
Funps 1s THE Most APPROPRIATE? 


1. Discussion 


Among all these conflicting tax theories of classifying the costs of 
employing borrowed funds, which seems the most appropriate? The 


172 See notes 30, 35, 42, and 55 supra. 

173 Helvering v. Union Pacific R. Co., supra note 14, at 286 n. 3; Julia Stow Lovejoy, 
supra note 12, at 1182-1183. 

174 Proposed Reg. 1.167(a)—4, 20 Frep. Rea. No. 221, 8455-8456 (Nov. 11, 1955). 

175 I.R.C. § 167(b) (2), (3), and (4) (1954). 

176 I.R.C. § 167(¢) (1954). 

177 Cf., however, discussion pp. 376 ff. supra. 
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weight of authority 1° appears to favor the ‘‘loss’’ classification, 
although some of the most penetrating economic analyses of the 
problem have been made by courts * which concluded that these 
costs all properly constitute ‘‘interest.’’ The ‘‘ordinary and neces- 
sary business expense’’ category, so popular with the courts inter- 
preting the early revenue acts, has now fallen into almost complete 
judicial discredit,®° while the ‘‘depreciation’’ classification has 
never specifically been made by the courts, however sound it may 
appear in theory. 

Despite the honest horror evinced in an early decision against 
any penetrating examination into this problem, on the ground that 
such an analysis would of necessity ‘‘turn upon economics or take 
us within the domain of metaphysiecs,’’ *' such a study must be es- 
sayed. A principal reason for the great confusion as to the real tax 
nature of the costs of employing borrowed capital may well be 
found in the complex component elements which these costs em- 
brace. Debt discount, or ‘‘the difference between the face value of 
securities disposed of for cash below par and the amount of cash 
received therefor,’’ ** and issuance expenses are the initial cost of 
securing borrowed capital; interest is paid for retaining the use of 
such funds; and premium and retirement expenses are the costs of 
repaying borrowed funds. 

Of these various cost elements, debt discount more closely resem- 
bles interest than do the other cost items. As is well known in 
financial circles, the cost of borrowing money is a complex variable, 
dependent, among such other factors as the debtor’s financial 
soundness, upon the specified rate of interest, the term of the loan, 
and the discount to be given or premium received, so that a bond to 
be issued at 102 must normally bear a higher interest rate for a 
longer term than would a bond of the same obligor issued at 97 for 
a shorter term of years. Some of the courts have unfortunately con- 
fused the foregoing simple fiscal fact that interest plus discount or 


178 See discussion pp. 382-387 supra and authorities cited. 

179 Compare Chicago, Rock Island & Pacific Ry. Co., supra note 17, at 1029-1036; New 
York, Chicago & St. Louis Railroad Co., note 107 supra; United States Playing Card Co., 
note 108 supra; Western Maryland Ry. Co. v. Comm’r, supra note 57, at 696. See, how- 
ever, the excellent analysis of the general problem in Fall River Electric Light Co., supra 
note 140. 

180 See discussion pp. 395-398 supra and authorities cited. 

181 Baldwin Locomotive Works v. McCoach, 215 Fed. 967, 971 (E.D. Pa. 1914), aff’d, 
221 Fed. 59 (3d Cir. 1915). Despite his fear of both economics and metaphysics, the 
District Judge made an excellent analysis of the problem. 

182 Kansas City Southern Ry. Co., supra note 39, at 964. 














1956] THE AMBIGUOUS TAX NATURE OF COSTS OF BORROWING CAPIYAL 401 


premium must both be looked to in order to ascertain the economic 
cost of money over the term of its use, with ‘‘interest’’ as that term 
is employed in section 163(a) of the Code. Not every cost of borrow- 
ing money is ‘‘interest’’ within the Code’s narrow rubric, and the 
courts, embarrassed by this all too obvious disparity in meaning, 
have attempted to resolve their dilemma by resorting to character- 
izing debt discount and issuance expenses as being ‘‘in effect addi- 
tional interest,’’ 1** or ‘‘in the nature of interest,’’ *** or metaphori- 
cally as ‘‘deferred interest.’’ ** 

If the classification of even debt discount as ‘‘interest’’ can be ef- 
fected only with a feeling of decided intellectual strain, the seman- 
tic problem is rendered acute when issuance costs are considered.'** 
Commonly found among such costs are legal, accounting, and under- 
writing fees, printing costs, and mortgage trustee’s commissions, 
none of which is paid by the borrower to his lender; nor do they 
necessarily vary directly with the amount borrowed, as is the case 
with interest when taken in its normal concept. 

Unamortized debt discount and issuance expenses are deductible 
in the year of the debt retirement for cash,'** together with the 
costs of effecting such retirement and any premiums paid. These 
items are all part of the total cost of employing the borrowed funds 
as directly as is the formal interest and the amortized discount and 
issuance expenses. Such fact, however, does not transform these 
costs into ‘‘interest’’ as that term is employed in the Code, even 
though the courts uniformly uphold their deductibility. This fact 
thus renders their forced classification as ‘‘interest’’ unnecessary 
theoretically as well as intellectually unconvincing. 

The costs deductible upon the premature retirement of debt orig- 
inally issued at a discount could not have been anticipated through 
earlier accruals nor could provision otherwise have been made for 
their deduction in any year other than that in which such retire- 
ment takes place. They are deductible because incurred to secure 
the use of borrowed funds but, unlike interest, which is generally *** 


183 Dodge Bros., Inc. v. United States, 33 F.Supp. 312, 323 (D.Md. 1940). 

184 United States Playing Card Co., note 108 supra. 

185 New York, Chicago & St. Louis R. Co., note 107 supra. 

186 ‘* While such expenses [issuance costs of debt] do not so nearly coincide with the 
concept of interest [being paid to persons other than the creditor], they are, nevertheless, 
intimately connected with the loan and in fact constitute a part of the cost of the money 
borrowed.’’ Chicago, Rock Island & Pacifie Ry. Co., supra note 17, at 1035. Such inti- 
mate connection does not necessarily transform the cost in question into ‘‘interest.’’ 

187 See note 27 supra. . 

1ss I.R.C. § 163(a) (1954). 
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deductible unless incurred to procure tax-free income,'* it would 
appear generally necessary that the funds so borrowed be employed 
in the debtor’s trade or business or in some other taxable income- 
seeking transaction. 


2. Classification 


From the foregoing it is concluded that unamortized issuance 
costs and debt discount, plus premiums and the other expenses of 
retiring such debt, are properly deductible by corporate borrowers 
as business losses *” or, somewhat less convincingly, as ordinary 
and necessary business expenses.'** With respect to non-corporate 
debtors, it is concluded that the deduction of these costs is allow- 
able as a ‘‘loss’’ under Code section 165(a) if the proceeds of the 
loan were employed in the debtor’s trade or business **” or other 
transaction entered into for profit,’®* or if the premature repayment 
can be shown to have been brought about by the direct intervention 
of a fire, storm, other casualty, or theft.’** A deduction as an ex- 
pense would also appear justifiable in the case of the non-corporate 
debtor if the borrowed funds had been employed in his trade or 
business,’ for the production or collection of taxable income,’ 
for the management, conservation, or maintenance of property held 
for the production of taxable income,’ or in connection with the 
determination, collection, or refund of any tax.’ 

Although the costs of retiring debt have thus been classified for 
purposes of their deductibility, the nature of debt discount and issu- 
ance expense yet remain. Both such elements of cost comprise an 
additional expense to the borrower,’ the economic benefits of which 


189 T.R.C. § 265(2) (1954). For additional minor exceptions to the basie rule of 
deductibility, see I.R.C. §§ 163(c), 264, 266, and 267 (1954). 

190 T.R.C. § 165(a) (1954). 

191 T.R.C. § 162(a) (1954). 

192 T.R.C. § 165(¢) (1) (1954). 

193 I.R.C. § 165(¢) (2) (1954). 

194 T.R.C. § 165(¢) (3) (1954). 

195 T.LR.C. § 162(a) (1954). 

196 T.R.C, § 212(1) (1954). 

197 I.R.C. § 212(2) (1954). 

198 T.R.C. § 212(3) (1954). As to the proper scope of this section, see S.REp. No. 
1622, 83d Cong., 2d Sess. 218 (1954). Thus, a non-corporate taxpayer who borrows money 
to pay a tax or to contest a tax, whether federal, state, or municipal, would appear to 
be entitled to deduct all the costs incident to securing, retaining, and repaying such 
borrowed funds. 

199 Note that I.R.C. § 163(b) (1954) allows an arbitrary six per cent to be treated as 
interest where personal property is purchased under an instalment contract in which carry- 
ing charges are separately stated but the interest charge cannot be ascertained. 
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accrue ratably over the life of the loan in a fashion fully compar- 
able to the amortization of leasehold costs.” In order accurately to 
reflect the debtor’s taxable income, the borrower is deemed to have 
acquired a capital item amortizable over the anticipated life of the 
loan.” Even a cash basis debtor must amortize out-of-pocket issu- 
ance costs over the projected life of the loan although these costs 
would be fully deductible in the year paid if truly constituting ‘‘in- 
terest.’’ Because the tax treatment accorded issuance expense by 
the courts is wholly inconsistent with its classification as interest, 
logic likewise balks at so classifying it. The annual amortization de- 
duction for the direct costs of securing borrowed funds appears 
most closely to resemble the depreciation allowance authorized in 
the case of intangibles of limited life used in trade or business 7” or 
held for the production of taxable income. 

Debt discount, the most difficult of classification of all these costs, 
still remains. Debt discount, as the courts have clearly recognized,” 
may arise from a multiplicity of causes, including, but not limited 
to, such factors as the debtor’s general credit rating, the current 
state of the money market, the term of the loan, the collateral secur- 
ity pledged, and a host of similar economic factors. Where the loan 
bears no formal rate of interest ‘‘so denominated in bond and cou- 
pon,’’ * as in the case of a United States E bond, or its equivalent, 
such as a Caulkins-type security, and the periodic increments in 
such security’s redemption or maturity value are precisely equal to 
a stated or calculable percentage of either the money loaned or to 
be repaid, it is difficult to avoid the conclusion that such increment 
‘¢represents compensation for the use or forebearance of money’’ 7” 
and hence, interest. 

Where such increment is markedly in excess of current interest 
rates, it would prima facie appear that such excess must represent 
not ‘‘compensation for the use or forebearance of money”’ but an 
initial cost of securing the loan and not interest within the meaning 
of section 163(a) of the 1954 Code. Where the increment or discount 
is so large as to be usurious if interest, the burden of proving that 


200 Helvering v. Union Pacific R. Co., note 14 supra, at 286 n.3; Julia Stow Lovejoy, 
supra note 12, at 1182-1183. 

201 Union Pacific R. Co. v. Comm’r, supra note 56, at 68-69; S. & L. Building Corp., 
supra note 39, at 794. See also note 181 supra. 

202 Subject to the additional narrow categories contained in I.R.C. §§ 165(c)(3) and 
212(3) (1954). 

203 F, Rodney Paine, supra note 53. 

204 Old Colony Railroad Co. v. Comm’r, supra note 94, at 561. 

205 Note 203 supra. 
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all increment in excess of the legal rate is in fact interest would 
seem properly to be upon the party who urges such interest classi- 
fication. Thus, in the case of discounting bankers’ acceptances, other 
negotiable paper, or accounts receivable, it would appear not inap- 
propriate to classify such discount as interest to the degree the rea- 
sonable current rate of interest for such paper is not exceeded. Any 
excess discount would seem properly to be classified as other than 
interest. This excess discount, even though not properly constitut- 
ing interest, is yet deductible by an accrual basis debtor ratably 
over the life of the loan as a depreciation allowance to the degree 
that the borrowed funds are used in the debtor’s trade or business 
or for the production of taxable income. A cash basis debtor, of 
course, cannot anticipate by way of amortization deductions the pay- 
ment of this discount but must deduct the full amount thereof in the 
year the loan is discharged for cash, in the same fashion as retire- 
ment expenses and retirement premiums. As to such a taxpayer, the 
deduction may more properly be deemed an ordinary and necessary 
business 2° or non-business expense,”” or a loss 7 if incurred in a 
trade or business, in an income-seeking activity, or as a direct result 
of storm, fire, other casualty, or theft. 

Such preliminary expenses of securing borrowed funds as stand- 
by fees are properly classified by the Internal Revenue Service 7 
as ordinary and necessary business expenses. In the case of a non- 
corporate debtor these fees would also, as a matter of legal doctrine, 
appear deductible as non-business expenses. 

Thus it is concluded that all costs of securing and repaying debt 
are deductible because the money borrowed is presumed to be em- 
ployed in the debtor’s business or in other income-seeking activi- 
ties.?”° It is further concluded that unlike ‘‘compensation for the use 
or forebearance of money,’’ for which alone interest in the tax sense 
is paid, the costs of securing and repaying borrowed funds are not 
properly classifiable as interest but are rather deductible as losses, 
as depreciation, or perhaps as ordinary and necessary business or 
non-business expenses. The courts have as yet made no definitive 
choice among these possible categories. 

206 LLR.C. § 162(a) (1954). 

207 T.R.C. § 212 (1954). 

208 .R.C. § 165 (1954). 

209 Rev. Rul. 54-43, 1954-1 Cum. Buu. 119; Rev. Rul. 56-136, 1956 Int. Rev. Butt. 


No. 15, at 8. 
210 Subject, of course, to the possible exceptions contained in I.R.C. § 165(¢) (3) and 


212(3) (1954). 
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ConcLusIon 


The authorities appear unanimous in upholding the general de- 
ductibility of the costs of securing, retaining, and repaying bor- 
rowed funds. These items of expense comprehend the costs of secur- 
ing borrowed capital: (1) debt discount and (2) issuance expense ; 
the cost of having loan funds made available, (3) stand-by fees; the 
cost of retaining the use of borrowed funds, (4) interest; and the 
cost of repaying borrowed funds, (5) premium, and (6) retirement 
expense. An accrual basis taxpayer must amortize items (1) and (2) 
over the expected life of the loan, as must a cash basis debtor as to 
item (2). If the debt is discharged in cash prior to its normal due 
date, an accrual basis debtor is allowed immediate deduction for any 
unamortized costs of securing the loan. In the case of a cash basis 
debtor, a full deduction is allowable upon the retirement of debt for 
cash for all item (1) expenses and any unamortized balance of item 
(2) costs. Fully deductible by both class of debtors in the year of 
repayment are all premiums paid on redemptiou in cash, plus all 
incidental costs of securing the debt’s retirement. 

Item (3) or stand-by expenses are not interest since no indebted- 
ness is outstanding. Such fees are, however, deductible as business 
or non-business expenses. 

The authorities, while uniform in upholding the foregoing rules, 
have variously classified the deductions for items (1) and (2) as 
losses, interest, and as business expenses. If the expenses of secur- 
ing and retiring debt listed in items (1), (2), (5), and (6) above are 
really interest, then they are deductible by individual borrowers in- 
curring debt to purchase a personal dwelling, a private motor ear, 
or a television set. The continuing efforts of the Treasury to estab- 
lish all debt discount as interest in so far as the lender is concerned 
are, if successful, likely to prove, because of the resulting deducti- 
bility by the borrower, to be one of the most expensive fiscal vic- 
tories on record. 

It is suggested rather that all these items of cost, other than that 
which is clearly ‘‘compensation for the use or forebearance of 
money,’’ are properly to be classified for tax purposes as losses, as 
business or non-business expenses, or as depreciation, and are de- 
ductible only within the limits imposed by sections 162(a), 165, 167, 
or 212 of the 1954 Code. Thus, no deduction would generally appear 
properly allowable to non-corporate taxpayers unless incurred in 
the debtor’s trade or business or in some other income-seeking or 
conserving activity. In the case of non-corporate debtors, deducti- 
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bility may also extend to such of these costs as can be shown to have 
been incurred through the direct agency of fire, storm, or other cas- 
ualty, or theft, or in direct connection with the determination, col- 
lection, or refund of any tax. 

Large areas of certainty now exist as to the deductibility of the 
various costs attendant upon securing, retaining, and repaying bor- 
rowed funds. The courts have not, however, as yet been called upon 
definitively to establish the precise tax nature of these items of cost 
and therefore very considerable uncertainty currently exists as to 
the deductible category under which each such item, other than that 
of normal interest, ‘‘so denominated in bond and coupon,”’ is to be 
placed. It may confidently be anticipated, however, that the courts 
and the Internal Revenue Service alike will be called upon in the not 
too distant future authoritatively to choose between these pres- 
ently conflicting theories.*" This choice will doubtless be effected 
through the further analysis of the central concept of debt discount 
which must be removed from the Procrustian tax bed upon which 
it now so uneasily rests. 


211 The most recent development is contained in General American Life Insurance Co., 
25 T.C. No. 149 (Mar. 16, 1956), which holds that payments received by a creditor in 
the form of penalties from mortgage debtors upon the prepayment of their interest-bear- 
ing debts constitute interest. The Internal Revenue Service, on the other hand, has held 
such payments are deductible by the debtor as ordinary and necessary business expenses 
or as non-business expenses but not as interest, since not ‘‘made for the use of bor- 
rowed money.’’ Rev. Rul. 55-12, 1955-1 Cum. BuLu. 259, 261. See also Rev. Rul 168, 
1953-2 Cum. BuL.. 19. 





Section 346(a)(2): The 
Contraction Theory 


JOHN C. CHOMMIE 


ies quest for certainty in federal income tax law knows few 
more agonizing chapters than that of the Ways and Means Commit- 
tee of the 83rd Congress with its version of the 1954 Code. The 
so-called dragons of uncertainty and confusion were confronted 
head-on. The outcome has been epitomized by many, to say the least, 
as doubtful. Particularly was this true with the many refinements 
embraced within Subchapter C dealing with corporate distributions 
and adjustments. The hasty temporizing in the Senate Finance 
Committee’s revision of this portion of the Code leaves the same 
doubts. How much of the old remains? What value the storehouse 
of judicial gloss built up under the old law? These and similar ques- 
tions should be answered if anything approaching certainty is to 
be achieved. 

In the area of corporate distributions, many of the more serious 
problems can be traced to the unresolved and highly controversial 
policy of affording preferential treatment to capital gains and to 
a tax structure that treats corporations—both public and closely- 
held—as separate taxable entities. On such a foundation the draft- 
ing of specific criteria for the myriad transactions between a cor- 
poration and its shareholders promises to remain a most difficult 
task. What transactions shall be entitled to capital treatment and 
what transactions shall be considered as the receipt of ordinary 
income? One facet of this broad problem is the subject of this in- 
quiry, i.e., stock redemptions in the new Code’s definition of a par- 
tial liquidation in section 346(a) (2).? 


JoHN C. CHOMMIE is Professor of Law, Dickinson School of Law. 

1 The volume of literature under the old Code is staggering. For a few of the discus- 
sions, see Treusch, Corporate Distributions and Adjustments: Recent Case Reminders of 
Some Old Problems Under the New Code, 32 TaxEs 1023 (1954); Pedrick, Some Latter 
Day Developments in the Taxation of Liquidating Distributions: Is the Cop Still on the 
Beat? 50 Micn. L. Rev. 529 (1952); Bittker and Redlich, Corporate Liquidations and 
the Income Taz, 5 Tax L. Rev. 437 (1950); Murphy, Partial Liquidations and the New 
Look, 5 Tax L. REv. 73 (1949); Miller, Stock Redemptions in PROCEEDINGS OF NEW 
YorK UNIVERSITY SIXTH ANNUAL INSTITUTE ON FEDERAL TAXATION 307 (1948). 
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Generally, a stock redemption is entitled to capital gains treat- 
ment under section 346(a) (2) if (1) it is not essentially equivalent 
to a dividend; (2) it is pursuant to a plan; and (3) the distribution 
occurs before the end of the succeeding taxable year.’ 

There is no doubt that the Ways and Means Committee limited 
the concept of a partial liquidation to a contraction theory. The 
Senate Report is not clear, however, on two currently debatable 
questions following in the wake of section 346(a)(2): What is a 
genuine business contraction?; and Is section 346(a) (2) limited to 
a contraction theory? This paper will be an examination of the 
pertinent material in an endeavor to find the answers. 


I. Leeisuative History: THe Op anp New Stock 
REDEMPTION SCHEMES 


A. Tue 1939 Cops 


Under section 115(i) * of the 1939 Code a stock redemption was 
prima facie a partial liquidation entitled to capital treatment.* 
Only when such a distribution was ‘‘essentially equivalent’’ to a 
dividend did section 115(g)(1) ° command ordinary income conse- 
quences. Behind this apparently simple structure lies a confusing 
and tortuous legislative history. One writer has aptly remarked in 


2 Section 346(a) (1954) provides: 

**(a) In general.—For purposes of this subehapter, a distribution shall be treated as 
in partial liquidation of a corporation if— 

‘€(1) the distribution is one of a series of distributions in redemption of all 
of the stock of the corporation pursuant to a plan; or 

‘¢(2) the distribution is not essentially equivalent to a dividend, as in re- 
demption of a part of the stock of the corporation pursuant to a plan, and occurs within 
the taxable year in which the plan is adopted or within the succeeding taxable year, in- 
cluding (but not limited to) a distribution which meets the requirements of subsection 
(b) S ” 

8 Section 115(i) (1939) provides: ‘‘(i) Definition of partial liquidation. As used in 
this section the term ‘amounts distributed in partial liquidation’ means a distribution by 
a corporation in complete cancellation or redemption of a part of its stock, or one of a 
series of distributions in complete cancellation or redemption of all or a portion of its 
stock.’’ 

4 Section 115(c) (1939) provides in part: ‘‘(¢) Distributions in liquidation. Amounts 
distributed in complete liquidation of a corporation shall be treated as in full payment in 
exchange for the stock, and amounts distributed in partial liquidation of a corporation 
shall be treated as in part or full payment in exchange for the stock... .’’ 

5 Section 115(g)(1) (1939) provides: ‘‘(1) In general. If a corporation cancels or 
redeems its stock (whether or not such stock was issued as a stock dividend) at such time 
and in such manner as to make the distribution and cancellation or redemption in whole 
or in part essentially equivalent to the distribution of a taxable dividend, the amount so 
distributed in redemption or cancellation of the stock, to the extent that it represents a 
distribution of earnings or profits accumulated after February 28, 1913 shall be treated 
as a taxable dividend.’’ 
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referring to section 115(g)(1) that it is ‘‘one strange instance 
where the legislative history needs to be explained away instead of 
lending itself to an understanding of the statutory provision.’’ ® 

The significant period is between 1920 and 1942. During this time 
Congressional policy with respect to the functioning of the ‘‘essen- 
tially equivalent’’ provision underwent one important change, and 
the policy with regard to the tax treatment accorded partial liqui- 
dations suffered a number of significant changes. 

1. ‘Essentially equivalent.’’ The genesis of this provision is the 
1920 Supreme Court decision in Eisner v. Macomber* exempting a 
stock dividend of common stock on common stock from the defini- 
tion of taxable income embraced in the Sixteenth Amendment. As 
a result, Congress in 1921 codified the rule of the case, adding the 
limitation, however, that if the stock dividend is redeemed or can- 
celled at such time and in such manner as to be ‘‘essentially equiva- 
lent’’ to a taxable dividend it shall be treated as income.*® 

The significant change came in 1926 when ‘‘essentially equiva- 
lent’’ was divorced from the stock-dividend-bailout technique and 
married to the partial-liquidation-bailout device.® Here it remained 
for twenty-eight years, until the adoption of the 1954 Code, as a 
brake, with varying degrees of success, on the withdrawal of cor- 
porate earnings disguised as partial liquidations. In a sense the 
separation from the stock-dividend-redemption technique was never 
complete because in defining ‘‘partial liquidations’’ for the first 
time in 1924 Congress equated the term ‘‘stock redemption”’’ with 
the term ‘‘partial liquidation.’’ 7° It is this definition, or lack of 
definition, which seems to have been responsible in large measure 
for the inability of the courts in the ensuing years to give content 
and meaning to the concept of a partial liquidation. 

2. Partial liquidations. Ordinary corporate dividends have always 
been included within the concept of taxable income. With regard to 
liquidating dividends, however, Congress has pursued a vacillating 
course, particularly in the early revenue acts. Under the 1916, 
1917, and 1921 Acts liquidating dividends were required to be in- 
cluded in ordinary income to the extent of accumulated corporate 
earnings." But the argument that in a complete winding-up the re- 


6 Miller, supra note 1, at 311. 

7 252 U.S. 189 (1920). 

8 Revenue Act of 1921, Sec. 201(d), 42 Srar. 228. 

9 Revenue Act of 1926, Sec. 201(g), 44 Srar. 11. 

10 Revenue Act of 1924, Sec. 201(g), 43 Star. 255. 

11 See 1 MERTENS, LAW OF FEDERAL INCOME TAXATION § 9.77 (1942). 
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demption of a shareholder’s stock is analogous to a sale of his 
shares to a third person has been persuasive. Consequently, except 
for a brief two-year period under the 1934 Act, Congress has main- 
tained a constant policy since 1924 of according capital gains treat- 
ment to complete liquidations, notwithstanding the fact that such 
distributions include accumulated corporate earnings, thereby com- 
pletely removing such earnings from the reach of surtax. 

Partial liquidations have not fared so well. The rationale that 
the benefits accorded the shareholders who participate in a com- 
plete liquidation should be available in the event of a curtailment 
of operations has not met with consistent Congressional acquies- 
cence. From the economic standpoint it seems most difficult to draw 
the line between the ordinary dividend and the partial liquidating 
dividend. It is therefore understandable that while partial liquida- 
tions were accorded capital gains treatment during the decade of 
the Mellon era, 1924 to 1934, the political climate was ripe for with- 
drawal of the privilege in the 1934 Act. 

But the retreat was not complete. Instead of characterizing such 
distributions as dividends, Congress adopted the questionable tech- 
nique of according them the status of short-term capital gains. This 
may have contributed in part to their restoration as long-term 
capital gains in the 1942 Act. In any event, it certainly resulted in 
contributing to the confusion in the judicial arena. Hence, the 
analogy to complete liquidations, which are likened to sales or ex- 
changes, has held sway ever since, despite the fact that this area 
promises to be a policy battleground for years to come.” 

In this legislative historical sketch of section 115(c) and (i) of the 
1939 Code, two inconsistencies require comment. In the first place, 
during the 1934-1942 period when partial liquidations were charac- 
terized as short-term capital gains, the functioning of ‘‘ essentially 
equivalent’’ as a loophole plug was somewhat incongruous.”* This 
is more readily apparent when it is considered that generally the 
courts have refused to extend the application of section 115(g) (1) 
beyond the confines of partial liquidations.* However, it is clear 
from the Reports of both Houses accompanying the 1942 Act that 
it was hoped ‘‘the proper application of section 115(g)’’ would 


12 See, e.g., Cohen, Surrey, Tarleau, and Warren, A Technical Revision of the Federal 
Income Tax Treatment of Corporate Distributions to Shareholders, 52 Cotum. L. REv. 1 
(1952). 

13 For the significance of the treatment of partial liquidations as short-term capita] 
gains see 1 MERTENS, op. cit. supra note 11, § 9.122. 

14 See, e.g., Comm’r v. Cordingley, 78 F.2d 118 (1st Cir. 1935); Chester E. Spangler, 
18 T.C. 976 (1952). 
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prove to be a sufficient deterrent to wide-spread abuse of partial 
liquidations as a bailout device." 

In the second place, although the analogy to complete liquida- 
tions was accepted by Congress in 1924, and apparently in 1942, 
there was no attempt to spell out this theory in terms of the analogy 
itself. In other words, if complete liquidation justifies sale or ex- 
change treatment, the same treatment should be accorded a partial 
liquidation. But defining a partial liquidation as a stock redemp- 
tion hardly constitutes an articulation of such a theory. The very 
best that can be said is that if Congress was using the term ‘‘stock 
redemption’’ synonymously with ‘‘contraction,’’ it failed to get 
this idea across to the courts.”® 


B. Tue 1954 Cops 


The judicial developments under the 1939 Code, particularly 
since Congress divorced ‘‘essentially equivalent’’ from the stock- 
dividend-redemption device in 1926, and making due allowances for 
the lag in executing Congressional policy, seemed to set the stage 
for the basic approach adopted in the 1954 Code. Generally, while 
each case was a factual inqniry, the evidence in those cases where 
taxpayers were most successful in avoiding dividend equivalence 
under section 115(g)(1) indicated either (1) that the redemption 
was substantially disproportionate vis-d-vis the other shareholders . 
or (2) that a sound corporate business purpose existed for the re- 
demption."* 

If the foregoing is an accurate frame of reference, it is easy to 
understand the broad approach of both the Ways and Means Com- 
mittee and the Senate Finance Committee. Both Reports reveal 
labored efforts to isolate and at the same time to correlate the term 
‘‘nartial liquidation’’ to what might be designated the economic 
conception of a partial winding-up or contraction of the corpora- 
tion’s activities. The Senate Report states: 

Your committee, as did the House bill, separates into tieir significant ele- 


ments the kind of transactions now incoherently aggregated in the definition 
of a partial liquidation. Those distributions which may have capital-gain 


15 H.R. Rep. No. 2333, 77th Cong., 1st Sess. 1 (1942), 1942-2 Cum. BULL. 373, 442- 
443; S. Rep. No. 1631, id. at 504, 591 (identical wording). 

16 There has been an occasional judicial intimation that Congress intended to limit 
partial liquidations to partial winding-up or contractions. See, e.g., Judge Kloeb’s hold- 
ing in Zenz v. Quinlivan, 106 F.Supp. 57 (N.D. Ohio 1952), rev’d, 213 F.2d 914 (6th 
Cir. 1954). 

17 See note 1 supra. 

18 §, Rep. No. 1622, 83d Cong., 2d Sess. 49 (1954). 
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characteristics because they are not made pro rata among the various share- 
holders would be subjected, at the shareholder level, to the separate tests 
described in part I [section 302] of this subchapter. On the other hand, 
those distributions characterized by what happens solely at the corporate 
level by reason of the assets distributed would be included as within the 
concept of a partial liquidation [section 346]. 


In the execution of this plan of separation ‘‘into their significant 
elements,’’ the term ‘‘stock redemption”’ in so far as it defined a 
partial liquidation under the 1939 Code was thus neutralized. Stock 
redemptions are now of two basic types, to be measured by dif- 
ferent basic criteria. 

First, section 302 of the new Code, labeled Distributions in re- 
demption of stock, provides the rules for determining whether 
capital gains treatment is to be accorded the redemption because of 
what has happened ‘‘at the shareholder level.’’ '® This determina- 
tion hinges on (1) whether the mechanical criteria of section 
302(b)(2) and (3) are met, and if not, (2) whether the redemption 
is ‘‘essentially equivalent’’ to a dividend or is a sale.”° 

Second, section 346, labeled Partial liquidation defined, provides 
the basic criteria for determining whether a distribution in redemp- 
tion because of what ‘‘happens solely at the corporate level’’ ** is 
to be given capital gains or dividend treatment. This determination 
depends on whether the distribution in redemption is ‘‘essentially 
equivalent’’ to a dividend or is ‘‘a genuine contraction of the 
business.’’ ** 

Structurally, sections 302 and 346 are developed according to a 
similar basic pattern. Both afford detailed criteria whereby a dis- 
tribution in redemption can qualify automatically for capital gains 
treatment. Both provide that where such criteria are not satisfied, 
the dividend equivalence test must be avoided so that the distribu- 
tion may qualify for capital gains treatment. Section 302 is self- 
contained in that section 302(a) expressly prescribes the favorable 
sale or exchange treatment. Section 346 simply defines the partial 


19 Ibid. 

20 The term ‘‘sale’’ is questionable. See discussion pp. 414-416 infra. Section 302(b) (1) 
(1954) requires for the sale or exchange treatment of section 302(a) that the redemption 
be ‘‘not essentially equivalent to a dividend.’’ In addition, section 302(b)(2) and (3) 
provides two mechanical rules, the satisfaction of either bringing the redemption auto- 
matically within section 302(a). Section 302(b)(2) provides detailed rules where a re- 
demption is ‘‘substantially disproportionate’’, and section 302(b) (3) is labeled termina- 
tion of shareholder’s interest. Section 302(b)(2) and (3) seems to be founded upon the 
same basic theory of disproportion. See S. Rep. No. 1622, supra note 18. 

21 Ibid. 

22 Id. at 262. 
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liquidation which receives capital gains treatment under section 
331. 

It should be pointed out that the separateness of the two distinct 
approaches to stock redemption transactions is inferred largely 
from the Committee Reports; the Code itself is far from explicit. 
However, section 331(b),** together with the fact that section 302 
is contained in Part I of Subchapter C dealing with Distributions 
by Corporations and section 346 is in Part II dealing with Corpo- 
rate Liquidations, would seem to justify the assumption that the 
courts will take a similar approach. 

The new Regulations also indicate that the Treasury will follow 
this separate approach providing as they do that: * 


If a distribution in a redemption of stock qualifies as a distribution in 
part or full payment in exchange for the stock under both section 302(a) 
and this section [346], then only this section shall be applicable. None of 
the limitations of section 302 shall be applicable to such redemptions. 


This provision, applicable to both sections 331(b) 7° and 346(c),?* 
not only points up the separate approach to stock redemption 
transactions, but also suggests the importance to the shareholder 
of qualifying a stock redemption under section 346 rather than 
under section 302. Generally, it can be stated that the principal ad- 
vantages of qualifying under section 346 are these: ** (1) the sec- 


23 Section 331(a) and (b) (1954) provides: 

**(a) General rule-—(1) Complete liquidations—Amounts distributed in complete 
liquidation of a corporation shall be treated as in full payment in exchange for the stock. 

**(2) Partial liquidations —Amount distributed in partial liquidation of a 
corporation (as defined in section 346) shall be treated as in part or full payment in 
exchange for the stock. 

‘*(b) Nonapplication of section 301.—Section 301 (relating to effects on shareholder 
of distributions of property) shall not apply to any distribution of property in partial 
or complete liquidation.’’ 

24 Ibid. 

25 T.D. 6152, § 1.346-2, 1955 Int. Rev. Buu. No. 50, at 111. Cf. id. § 1.302-1(b). 

26 Note 23 supra. 

27 Section 346(c) (1954) provides: ‘‘(c) Treatment of certain redemptions.—The fact 
that, with respect to a shareholder, a distribution qualifies under section 302(a) (relating 
to redemptions treated as distributions in part or full payment in exchange for stock) by 
reason of section 302(b) shall not be taken into account in determining whether the dis- 
tribution, with respect to such shareholder, is also a distribution in partial liquidation of 
the ecorporation.’’ 

28 See, e.g., Cohen, Gelberg, Surrey, Tarleau, and Warren, Corporation Liquidations 
Under The Internal Revenue Code of 1954, 55 Cotum. L. Rev. 37 (1955) ; Windhorst, 
Stock Redemptions and Constructive Ownership Problems, 33 TaxEs 917 (1955); Pen- 
nell, Divisive Reorganizations and Corporate Contractions, 33 TAXES 924 (1955); Owen, 
Stock Redemptions and Partial Liquidations Under the 1954 Code, 32 TAxEs 979 (1954). 








414 TAX LAW REVIEW [Vol. 11: 


tion 318 attribution rules are not applicable; *® (2) the limitations 
contained within section 302 itself do not apply; *° (3) the conse- 
quences attached to the redemption of ‘‘section 306 stock’’ under 
section 302 are not applicable; *' and (4) gain on distribution of 
LIFO inventory and property subject to a liability will not be as- 
sessed to the corporation as it would were the redemption a sec- 
tion 302 transaction. 

The differences in consequences listed above emphasize the im- 
portance of finding satisfactory answers to the two principal prob- 
lems arising in the wake of section 346. The balance of this paper 
will examine such problems and endeavor to find workable criteria 
under the present Code structure. However, the preliminary prob- 
lem of characterization demands attention. The over-lapping of 
sections 302 and 346 has been recognized and provision has been 
made therefor, as indicated. But it is possible for a shareholder to 
‘‘sell’’? his shares and under sections 1001 and 1201 obtain capital 
gains treatment, independently of the characterization in Sub- 
chapter C. 

Under the 1939 Code dividend equivalence in section 115(g) (1) 
was considered a limitation on section 115(c) and (i), giving capital 
gains treatment to partial liquidations which were defined as stock 
redemptions. However, in the short-term capital gains period of 
partial liquidations from 1934 to 1942, the courts ‘‘developed a 
theory whereby a stockholder [might] sell his stock to the corpora- 
tion and nevertheless obtain the benefit of the more favored treat- 
ment of long-term capital gains. . . .’’ ** The courts, however, were 
far from clear in rationalizing the results in such cases. Some of 
the cases turned on the question whether the shares were held as 
treasury shares or retired. Yet other decisions seemed to ignore 
even this superficial distinction and, finding section 115(g) inap- 
plicable, held the transaction a sale. Finally, a recent decision of 
the Court of Claims expressly rejected the treasury stock distinc- 
tion yet held the transaction a sale when section 115(g)(1) was 


29 Section 318(a) (1954) provides that it is applicable only where its rules ‘‘are ex- 
pressly made applicable.’’ Section 346 (1954) contains no such reference. 

30 #.g., section 302(c)(2)(A) (1954), providing that termination of an interest is 
adversely affected by reacquisition of a stock interest within a ten-year period. 

31 I.R.C. § 306(b) (2). 

82 See I.R.C. §§ 311 and 336 (1954). See Cohen, Redemptions of Stock Under The In- 
ternal Revenue. Code of 1954, 103 U. Pa. L. Rev. 739, 740-742 (1955). 

33 Darrell, Corporate Liquidations and the Federal Income Taz, 89 U. Pa. L. REv. 907, 
911-912 (1941). See also Kaufman, How to Treat Stock Redemptions in PROCEEDINGS OF 
New York University NintH ANNUAL INSTITUTE ON FEDERAL TAXATION 1007 (1951). 
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found inapplicable.** Thus the line between ‘‘sale’’ and ‘‘partial 
liquidation’’ became blurred, especially after the restoration of 
long-term capital gains treatment for partial liquidations in 1942. 

The new Code seems to effect only a partial solution. Section 
317(b) provides that ‘‘[f]or purposes of this part [Part I] stock 
shall be treated as redeemed . . . whether or not the stock so ac- 
quired is cancelled, retired, or held as treasury stock.’’ Neither the 
Senate Report nor the new Regulations shed additional light on 
this matter so far as the application of this rule to section 346 in 
Part II is concerned. However, this limitation to Part I may simply 
be an oversight in re-drafting and carrying the rule over from the 
House bill where partial liquidations qualified for capital gains 
treatment in Part I (though defined in Part II) as distinguished 
from the qualification in Code section 331 in Part II.* 

However, even assuming the problem of treasury shares has 
been solved for purposes of Subchapter C under either the new 
Code or the more realistic approach that such a distinction is imma- 
terial,** the problem still remains whether a shareholder can ‘‘sell’’ 
his shares to his corporation. On this point there would seem to be 
little doubt that he could do so in the case of an open-market trans- 
action where the unknown buyer is a corporation whose shares 
are publicly-held. But in the borderline cases it would seem that 
the courts will still be faced with the perplexing problem of charac- 
terization. 

While this in itself may not be a serious problem, the Senate 
Report adds somewhat to the confusion in speaking thus of section 
302(b) (1): 

The test intended to be incorporated in the interpretation of paragraph 
(1) is in general that currently employed under section 115(g)(1) of the 
1939 Code. Your committee further intends that in applying this test for 
the future that the inquiry will be devoted solely to the question of whether 
or not the transaction by its nature may properly be characterized as a sale 
of stock by the redeeming shareholder to the corporation. 


One interpretation of the above language would seem that the 
Senate Report, confusing the judicial blurring of ‘‘sale’’ and ‘‘ par- 
tial liquidation,’’ has selected the criterion of ‘‘sale’’ which the 
Code abolished in section 317(b) for purposes of section 302. An- 


84 Smith v. United States, 130 F.Supp. 586 (Ct.Cl. 1955). 

85 See H.R. Rep. No. 1337, 83d Cong., 2d Sess. 32 (1954). 

36 E.g., Smith v. United States, supra note 34; Wall v. United States, 164 F.2d 462 
(4th Cir. 1947). . 

87 §. Rep. No. 1622, supra note 18, at 234. 
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other approach is that a new test has been established—to the 
extent that a Committee report can do so—which would apparently 
conflict with a situation analogous to an open-market purchase. 
However, it is perhaps significant that the new Regulations do not 
adopt this test but simply revert to the old Regulations in pro- 
viding that dividend equivalence ‘‘depends upon the facts and cir- 
cumstances of each case.’’ It may therefore develop that while a 
shareholder can still ‘‘sell’’ his stock to his corporation and receive 
capital gains treatment under sections 1001 and 1201, the language 
of the Senate Report will not haunt section 302. 


II. Wuat Is a Corporate ContTRACTION? 


It seems quite plain that the Ways and Means Committee was 
little interested in perpetuating much of existing law in its version 
of Subchapter C.** ‘‘Contraction’’ was made the sole test of a 
partial liquidation, and the dividend equivalence concept was com- 
pletely abandoned. Therefore, resort must be had to the Code itself 
and the Senate Report for what light may be shed on the meaning 
of contraction. 

Although section 346 does not use the term ‘‘contraction’’—a 
fact that may have considerable bearing on a determination 
whether the section is limited to contraction situations—the Senate 
Report makes a number of references to ‘‘contraction’’ and ‘‘exist- 
ing law.’’ For example, it states, ‘‘It is intended that a genuine 
contraction of the business as under present law will result in 
partial liquidation. See, for example, Joseph Imler (11 T.C. 836). 
However, a distribution of a reserve for expansion is not a partial 
liquidation.’’ *® In the general, explanatory portion of the Senate 
Report the Imler case is referred to briefly: *° 

The general language of the proposed draft [section 346(a) (2)] would 
inelude within the definition of a partial liquidation the type of cases involv- 
ing the contraction of the corporate business. Such as for example, cases 
which hold that if the entire floor of a factory is destroyed by fire, the insur- 
ance proceeds received may be distributed pro rata to the shareholders with- 
out the imposition of a tax at the rates applicable to the distribution of a 
dividend, if the corporation no longer continues its operations to the same 
extent maintained by the destroyed facility. Voluntary bona fide contrac- 
tion of the corporate business may of course also qualify to the same extent 
as under existing law... . 


38 See DeWind, A Technical Appraisal of the Internal Revenue Code of 1954, 8 Nat’. 
Tax J. 40, 45 (1955). 

39 §, Rep. No. 1622, supra note 18, at 262. 

40 Id, at 49; emphasis added. 
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The difficulty is that under ‘‘existing law’’ contraction was not 
the general test in the interpretation of section 115(i) of the 1939 
Code. Authority is unnecessary for the general proposition that all 
the circumstances were to be considered in determining whether a 
distribution in redemption was in partial liquidation or was ‘‘essen- 
tially equivalent’’ to a taxable dividend and that corporate con- 
traction was just one of the many factors to be considered. Even in 
cases where it was held that contraction was the dominant factor, 
the courts were ordinarily careful to point out that the terms of 
section 115(g) (1)—‘‘time’”’ and ‘‘manner’’—did not permit ‘‘defi- 
nite rules of construction.’’ #4 The acceptable test was the so-called 
‘‘net effect’’ test. But as a practical matter a showing by the tax- 
payer of a corporate business purpose for the redemption, such as 
an improved credit position, a contraction, or the making of shares 
available for purchase by junior executives, was considered suffi- 
cient to negative dividend equivalence.* 

Perhaps the intent of the Report is to be gleaned from the two 
situations and the italicized words ‘‘the type of cases’’ set out 
above. The inference therefore is that these two situations merely 
establish two outer boundaries of ‘‘the type of cases,’’ the Imler 
situation on the one hand and the distribution of the reserve fund 
on the other.** If this be so, an examination of the old Code cases 
where contraction was a factor in reaching a decision may prove 
to be of some value in determining its meaning in section 346(a) (2). 


A. Contraction UnpER THE 1939 Copr 


The general approach under the 1939 Code in this area might 
be said to be a determination whether the particular transaction 
was to serve a legitimate business purpose. On one perimeter of 
this problem are the cases involving a declining gross income re- 
sulting in a policy of corporate retrenchment, followed by a dis- 
tribution of funds no longer needed as working capital. Notwith- 
standing the existence of substantial earnings, taxpayers, at least 
in the early years, were highly successful in their partial liquida- 
tion contentions,** unless the evidence of declining business was 


41 E.g., L. M. Lockhart, 8 T.C. 436 (1947). 

42 See, e.g., Treusch, note 1 supra. 

48 The distinction sometimes drawn by the courts between a reserve fund distribution 
and a distribution following a liquidation of assets where an expansion has been under- 
taken has often been questioned on equitable grounds. See, e.g. Pedrick, note 1 supra. 

44Comm’r v. Champion, 78 F.2d 513 (6th Cir. 1935) ; Comm’r v. Quackenbos, 78 F.2d 
156 (2d Cir. 1935); Comm’r v. Cordingley, 78 F.2d 118 (1st Cir. 1935); J. Paul Me- 
Daniel, 25 T.C. No. 39 (1955) ; Samuel A. Upham, 4 T.C. 1120 (1945) ; Edwin L. Jones, 
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weak.* And, of course, the taxpayer made out an even stronger 
case when earnings were actually invested in tangible assets and 
these were subsequently liquidated and the proceeds distributed in 
redemption.*® 

Some of these taxpayer victories, however, may be attributed to 
approaches that have been subsequently abandoned, such as the 
necessity for a plan of avoidance or a correlation between a stock 
dividend and its subsequent redemption. It is entirely possible that 
many of these decisions would not stand the more searching ex- 
amination by the Tax Court ** currently being given the claim of a 
business contraction. It might also be noted, as a factor incapable 
of analysis, that many of these favorable opinions involved busi- 
ness depression victims who may have won no small amount of 
judicial sympathy. This, however, is sheer speculation, since large 
accumulations were sometimes present in the cases. 

Further, a finding of no partial liquidation but rather dividend 
equivalence has resulted where a mere abandonment of expansion 
plans, followed by a distribution of earnings so accumulated, was 
considered insufficient evidence of a legitimate contraction.** In the 
McGuire case,*® for example, a family corporation with a capitali- 
zation of $9,000 had accumulated a large surplus in anticipation of 
plant expansion. The depression caused abandonment of the plans 
and some $480,000 was distributed in redemption to the two share- 
holders. The capital stock was reduced to $5,000. Notwithstanding 
a fairly liberal cash dividend record, it was held that the distribu- 
tion was essentially equivalent to a dividend. The Board pointed 
out: ‘*[T]he reduction in the capitalization ... was not to bring the 
capitalization to a figure more nearly the approximate value of the 
assets or to create a surplus. The company did not contract its 


P-H B.T.A. Mem. Dec. § 42,555; John P. Elton, 47 B.T.A. 111 (1942); George Baillie 
Turnbull, P-H B.T.A. Mem. DEc. J 39,110; J. Stebbins, P-H B.T.A. Mem. Dec. { 39,262; 
Orie R. Kelly, 36 B.T.A. 507 (1937), rev’d on another issue, 97 F.2d 915 (2d Cir. 1938) ; 
Alfred E. Fuhlage, 32 B.T.A. 222 (1935), appeal dismissed, 79 F.2d 998 (8th Cir. 1935). 
It should be noted that the Champion case also pointed out the corporation’s liberal divi- 
dend policy, and the Fuhlage case noted the poor cash position of the corporation. 

45 J. Natwick, 36 B.T.A. 866 (1937); Leopold Adler, 30 B.T.A. 897 (1934), aff’d on 
another point, 77 F.2d 733 (5th Cir. 1935). 

46 Comm’r v. Babson, 70 F.2d 304 (7th Cir. 1934), cert. denied, 293 U.S. 571 (1934) ; 
Heber Scowcroft Investment Company, P-H T.C. Mem. Dec. J 45,235. 

47 See discussion pp. 419-421 infra. 

48 McGuire v. Comm’r, 84 F.2d 431 (7th Cir. 1936), cert. denied, 299 U.S. 591 (1936). 
See DeNobili Cigar Company, 1 T.C. 673 (1943), affd, 143 F.2d 436 (2d Cir. 1944) ; but 
see Comm’r vy. Champion, 78 F.2d 513 (6th Cir. 1935). 

49 Elwood M. McGuire, 32 B.T.A. 1075 (1935), aff’d, 84 F.2d 431 (7th Cir. 1936), 
cert. denied, 299 U.S. 591 (1936). 
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business. There was no shrinkage in the business comparable to the 
reduction in ecapital.’’ *° 

In redemptions not involving declining business situations, how- 
ever, the taxpayer has been quite successful. In the Imler case,™ 
approved in the Senate Report, a distribution of fire insurance pro- 
ceeds in redemption following a destruction of a part of the tax- 
payer’s plant was held a partial liquidation. It should be observed 
that the destroyed portion of the business was not replaced and 
that one of two distinct business activities was abandoned upon 
the loss of the destroyed space, though this was partly motivated 
by declining business. 

Similarly, there were findings of partial liquidation upon redemp- 
tion where a loss of a tractor sales franchise rendered the carrying 
of a large-parts inventory unnecessary * and where operating 
equipment was distributed in order to diversify operating risks.** 

Commissioner v. Sullivan deserves additional attention. In this 
case the sole owners of an oil production corporation caused a pro 
rata distribution in redemption of non-producing leases, credits, 
and drilling equipment. The leases were in a high-pressure field 
and the taxpayer’s alleged purpose was to reduce the risk to the re- 
maining producing properties and to provide assets and equipment 
to develop the non-producing leases. The assets distributed had a 
net value of approximately $1,250,000, of which about $775,000 rep- 
resented liquid assets in the form of gas payments and notes re- 
ceivable. 

Both the Tax Court and the Fifth Cireuit Court, Judge Rives 
dissenting, upheld the transaction as a partial liquidation. The dis- 
tribution in kind of the leases and the drilling equipment consti- 
tuted a contraction pursuant to a legitimate business purpose. The 
liquid assets were necessary, it was held, in order to develop the 
leases. Judge Rives, however, felt that the latter were ‘‘included 
in the distribution for the stockholders’ benefit rather than by 
reason of any business purpose of the corporation. . . .’’ ** He was 
of the opinion that the factor of pro rata distribution was con- 
trolling. However, a mere distribution of corporate non-operating 


50 Id. at 1086. 

51 Joseph W. Imler, 11 T.C. 836 (1948). 

52 Clarence R. O’Brion, P-H T.C. Mem. Dec. § 51,373. 

58 Comm’r vy. Sullivan, 210 F.2d 607 (5th Cir. 1954); L. M. Lockhart, supra note 41, 
where notwithstanding a motive to pay a personal liability for back income taxes and the 
receipt of some $250,000 in cash as part of the distribution, the Court found a partial 
liquidation. . 

54Comm’r vy. Sullivan, supra note 53, at 612. 
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investments or their proceeds will not qualify under this line of 
cases.” 

In two recent cases before the Tax Court the taxpayer was suc- 
cessful in showing partial liquidation. In one case there was a dis- 
tribution of operating assets to facilitate operating as a partner- 
ship,®* and in the other expansion plans were abandoned because 
of a disagreement between two shareholders within 70 days of com- 
mencing operations.” 

But perhaps more significant is the more restricted views of the 
same Court in the recent Chandler * and Becher cases. In the 
Chandler case the taxpayers of a closely-held corporation had de- 
cided to limit their department store operations to a ladies ready- 
to-wear store and a men’s store in different locations. The corpora- 
tion sold most of its assets to a successor corporation, including its 
lease, inventory, furniture, and fixtures. It reopened the ladies’ 
department as a separate store at a new location with new fixtures 
and inventory but was unable to secure a location for the men’s 
shop. The corporation therefore distributed in redemption of one- 
half of its shares some $67,000 at a time when it had approximately 
$58,000 in accumulated earnings. Before the sale it had about 
$32,000 invested in fixtures and inventory, but after the sale it still 
had $31,000 in the same items invested in the ladies’ store. 

The distribution was held essentially equivalent to a dividend to 
the extent of earnings and profits. Judge Bruce noted the propor- 
tional distribution and pointed out that while contraction was a 
‘‘vital factor’’ it did not per se ‘‘render section 115(g) inappli- 
cable.’’ What seemed to be controlling was the relatively similar 
dollar position of the operating assets before and after the sale. 
Admitting that perhaps the department store required larger re- 
serves, Judge Bruce significantly said, ‘‘But to the extent of earn- 
ings and profits the excess cash distributed was not created by a 
reduction in the amount of capital required for the operation of 


the business. .. .’’ ™ 


55 Hyman v. Helvering, 71 F.2d 342 (D.C.Cir. 1934), cert. denied, 293 U.S. 570; Ed- 
ward L. Kraus, Jr. Trust, 6 T.C. 105 (1946). Cf. Atlantic National Bank v. Fahs, 1955 
P-H { 72,936. 

56 Estate of Vannie E. Cook, P-H T.C. Mem. Dec. {| 54,239. 

57 Stanley Sagner, P-H T.C. Mem. Dec. { 53,378. 

58 Estate of Charles D. Chandler, 22 T.C. 1158 (1954), aff’d, 228 F.2d 909 (6th Cir. 
1955), on the ground that the Tax Court finding was a question of fact. 

59 Ernest F. Becher, 22 T.C. 932 (1954), aff’d on other grounds, 221 F.2d 252 (2d Cir. 
1955). 

60 Supra note 59, at 1166. 
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In the Becher case Judge Bruce further restricted the meaning 
of contraction. Here, a closely-held corporation was in the process 
of liquidating its canvas products manufacturing business and pre- 
paring for a new line in the manufacture of furniture. About 
$149,000 in cash was distributed pro rata in redemption as the first 
step in a plan of complete liquidation. The distribution was held 
essentially equivalent to a dividend. What seemed determinative 
was that the redemption did not result in a capital impairment, 
since the old company still possessed its entire capital and a sub- 
stantial surplus. In affirming, the Second Circuit Court rejected the 
application of section 115(g) on the ground that the split-up of the 
transaction was too artificial but nonetheless held the distribution 
to be ordinary income under section 112(b)(2) of the 1939 Code.* 

Both the Chandler and Becher cases indicate that some degree of 
precision with regard to the meaning of contraction was and is be- 
ing developed under the 1939 Code. Perhaps a minimum require- 
ment is a permanent reduction in the dollar value of the working 
capital. Many of the earlier cases, however, do not stress the cor- 
relation between such a reduction and the amount distributed to 
the shareholders as indicative of a contraction or of its extent. 
More often factors unrelated to contraction, such as motive, plan 
of avoidance, correlation between a stock dividend and the redemp- 
tion, and proportional distribution, are stressed. In short, business 
contraction was but one factor in determining the application of 
dividend equivalence. This is quite a different frame of reference 
than that existing under the new Code where the ratio for a partial 
liquidation depends upon a finding of a genuine business contrac- 
tion. 

Finally, a recent ruling of the Internal Revenue Service com- 
mands attention here. In Revenue Ruling 55-373 ® 85 per cent of 
the corporate business was conducted as an appliance distributor- 
ship. Sixty per cent of the stock was held by the president of the 
corporation and 40 per cent by his family. When the president died 
the franchise was cancelled, and it was decided to limit further 
operations to the holding of real estate. The inventory was dis- 
posed of in a series of bulk sales, and the stock owned by the estate 
of the president was redeemed at a price based on the corporate 
net worth. This price was in excess of the net proceeds derived 
from the bulk sales. The ruling held that to-the extent the distribu- 
tion did not exceed the net proceeds of the bulk sales it constituted 


61 Becher v. Comm’r, 221 F.2d 252 (2d Cir. 1955). 
62 1955 Int. Rev. Buty. No. 24, at 12. 
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a partial liquidation under section 115(c) and (i); the excess was 
considered to be ‘‘essentially equivalent.’’ This ruling, of course, 
has more significance with respect to the extent of the contraction 
than it has as to what constitutes a contraction. From the stand- 
point of the excess cash distributed, the ruling does seem in line 
with Judge Bruce’s observation in the Chandler case that it ‘‘was 
not created’’ by the inventory sales. 

It would seem, therefore, that the 1939 Code case law does little 
more than establish that both the existence of a contraction and its 
exent are highly factual matters. Herein may well lie most of the 
difficulty—an attempt to seek a rule of law for what is largely a 
question of fact. 





B. Errect or Section 346(b) 


Section 346(b), Termination of a business,® is intended to serve 
the certainty function with respect to stock redemptions in partial 
liquidation that section 302(b)(2) and (3) affords in Part I. It pro- 
vides that ‘‘[a] distribution’’ meeting its requirements will be 
treated as falling within section 346(a) (2) (‘‘not essentially equiva- 
lent’’). While nowhere does it refer to ‘‘stock redemptions,’’ its 
explicit reference to section 346(a)(2) leaves little doubt that it 
concerns this type of transaction. Further, while it does not use the 
term ‘‘contraction,’’ it does spell out one type of contraction en- 
titled to capital gains treatment. The question thus arises: How 
far will these detailed tests of one type of contraction influence the 
interpretation of a contraction that will meet the requirements of 
section 346(a) (2)? 


63 Section 346(b) (1954) provides: 

**(b) Termination of a business.—A distribution shall be treated as a distribution de- 
scribed in subsection (a) (2) [note 3 supra] if the requirements of paragraphs (1) and 
(2) of this subsection are met. 

**(1) The distribution is attributable to the corporation’s ceasing to conduct, 
or consists of the assets of, a trade or business which has been actively conducted through- 
out the 5-year period immediately before the distribution, which trade or business was not 
acquired by the corporation within such period in a transaction in which gain or loss was 
recognized in whole or in part. 

**(2) Immediately after the distribution the liquidating corporation is ac- 
tively engaged in the conduct of a trade or business, which trade or business was actively 
conducted throughout the 5-year period ending on the date of the distribution and was 
not acquired by the corporation within such period in a transaction in which gain or loss 
was recognized in whole or in part. Whether or not a distribution meets the requirements 
of paragraphs (1) and (2) of this subsection shall be determined without regard to 
whether or not the distribution is pro rata with respect to all of the shareholders of the 
corporation. ’’ 
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The Senate Report contains at least a suggestion that section 
346(b) provides, besides a rigid mechanical test, the broad criteria 
for contraction to be used in section 346(a)(2). It states: ™ 


In cases where the distribution in redemption is pursuant to a partial 
liquidation qualifying under section 346, but an amount in excess of the 
amount permitted to be distributed in such liquidation is distributed, such 
excess shall be treated as if received in a redemption to which section 302 
applies. 


This has been interpreted by one writer as meaning ‘‘that only 
tangible business assets or the proceeds of their sale can be dis- 
tributed as a liquidating distribution. If anything else, such as 
‘extra’ cash, is distributed, the question arises whether, under Sec- 
tion 302, that portion of the distribution is also entitled to capital 
gain treatment... .’’® This analysis, of course, bears only on 
the extent of the contraction; it does not shed much light on the 
question of what constitutes a contraction under section 346(a) (2). 
However, analysis seems to suggest that section 346(b) operates 
as a plug to what might otherwise be a bailout loophole. In so do- 
ing, however, it would seem to ignore the traditional function of 
dividend equivalence in section 346(a) (2) in this respect. 

The new Regulations under the ‘‘two businesses’’ requirement 
of section 346(b) may also be examined in the context of section 
346(a)(2). For a stock redemption to qualify as a partial liquida- 
tion under section 346(b), the distributing corporation must have 
been engaged in the active conduct of at least two businesses for a 
five-year period prior to the distribution. The new Regulations 
provide that the troublesome concept of ‘‘active conduct of a trade 
or business’’ is to ‘‘have the same meaning in this section as in 
§ 1.355-1(c).’’ ** Though the Code makes no cross-reference in sec- 
tion 346 or section 355, dealing with distributions of stock and se- 
curities of controlled corporations, the Conference Report indicates 
that the term here involved was considered in connection with both 
sections.®** But assuming the validity of the extensive regulations 


648, Rep. No. 1622, supra note 18, at 233. Cf. Rev. Rul. 55-373, note 62 supra, holding 
an excess ‘‘essentially equivalent’’ under the 1939 Code and denying application of the 
termination of interest rule because the beneficiaries of the estate making the redemption 
were the holders of the balance of the corporate stock. 

65 Oberndorfer, Partial Liquidations in PROCEEDINGS OF NEW YorRK UNIVERSITY THIR- 
TEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 637, 651 (1955). 


66 Supra note 63. 
67 T.D. 6152, supra note 25 § 1.346-1(¢). It should be noted that this reference is a 


change from the puzzling reference in the Proposed Regulations to § 1.355-4. 
68 H.R. Rep. No. 2543, 83d Cong., 2d Sess. 37 (1954). 
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set forth in section 1.355-1(c¢) in their application to section 346(b) 
of the Code, the some sixteen examples in section 1.355-1(d) of the 
application of the three rules laid down in section 1.355-1(c) 
merely raise a variety of provocative questions engendered by the 
detailed facts in said examples. They do not indicate how far off 
the course set in these examples a taxpayer may steer and never- 
theless be entitled to capital gains treatment under section 346(a) 
(2). The examples may provide interesting puzzles; they do not 
furnish guides. 


C. Poticy CoNnsIDERATIONS 


It is submitted that the basic policy of section 346(a)(2) is to 
provide a measure of flexibility to the partial liquidation concept 
without undue risk to the revenue. To the extent that flexibility nec- 
essarily entails uncertainty the Senate seems to have done its job 
well. The fact that certain mechanical tests must be met to indicate 
contraction and afford capital gains treatment guarantees uncer- 
tainty in the interpretation of section 346(a) (2). It is difficult to see 
how a detailed factual inquiry at the corporate level can ever be 
obviated in any case. Both the Code and the Senate Report indicate 
that this was intended. 

From a legislative policy viewpoint the desirability of affording 
capital gains treatment to partial liquidations (contractions) has 
long been seriously questioned. It was explicitly rejected by the 
American Law Institute: © 

It is very doubtful if the contours of a contraction test can be prescribed 
with any measure of success. But even if we assume that we can define ‘‘con- 
traction,’’ what is its relevance? By hypothesis the corporation has accumu- 
lated profits and is distributing cash representing some of these profits. The 
corporation does not intend to conclude its existence, for the distribution is 
not one of a series of distributions in complete liquidation of the corpora- 
tion. The shareholders remain as shareholders, their initial investment is 
still intact, and their relationships to the corporation and each other have 
not been altered. In such a setting, the distribution of cash should be treated 
for what it is—a distribution of profits. The activity at the corporate level 
which produced the cash and the motivation behind its distribution are not 
matters which affect this conclusion. 


A policy which affords capital gains treatment to stock redemp- 
tions against such considerations, will result in serious tax injus- 
tice 7 and loss of revenue unless the administration thereof is 


69 Cohen, Surrey, Tarleau, and Warren, supra note 12, at 37-38. See also Pedrick, note 
1 supra, and Bittker and Redlich, note 1 supra. 
70 See Pedrick, note 1 supra. 
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tightly reined. Dividend equivalence was retained, of course, from 
the old law to avoid revenue loss. In this respect then the function 
of dividend equivalence in section 346(a) (2), together with the for- 
mal requirements of a plan and a distribution before the close of 
the succeeding taxable year,’’ may be to prevent the use of partial 
liquidations as a bailout device and, at the same time, to provide a 
measure of certainty in an area where the dominant policy com- 
mands flexibility. That dividend equivalence alone has failed singu- 
larly in both respects from a historical viewpoint seems to be con- 
ceded. Whether encased in more formal garb it will effectively pre- 
vent abuses under section 346(a)(2) is highly problematical and 
open to serious doubt.” 

Perhaps a reexamination of the Ways and Means Committee ap- 
proach limiting partial liquidations to the mechanical tests of con- 
traction is in order.” Policy-wise, a distribution of earnings by a 
solvent corporation dictates ordinary income consequences to the 
distributees. It is therefore difficult to see what harm would result 
from such a rigid approach. At the very least, such an approach 
would eliminate what now seems to be a schizophrenic concept (divi- 
dend equivalence) embalmed in sections 302 and 346. 

Whether the courts will be influenced by such policy considera- 
tions in working out a general concept of contraction under section 
346(a)(2), however, is another matter. It is submitted that they 
should be probative in dealing with cases where one business is 
discontinued and another started shortly thereafter, or where tem- 
porary retrenchment is dictated by a general decline of business 
in one area. In any event, in the case worth litigating counsel would 
seem well advised to be prepared to meet argument attempting to 
justify a restricted judicial approach to a general contraction the- 
ory under section 346(a) (2). 


IIT. Is Section 346(a)(2) Limrrep to Contraction? 


Perhaps some of the uncertainties that seem to lie in store in the 
interpretative arena would be considerably lessened by a clear-cut 
answer to the question whether section 346(a)(2) is limited to the 
concept of corporate contraction. It is clear that the Ways and 
Means Committee intended such limitation. But was this the inten- 
tion of the Senate Finance Committee which made the basic policy 


71 See note 2 supra. 

72 See Murphy, Dividend Equivalency—the End of the Beginning? 10 Tax L. REv. 213 
(1955) ; Cohen, Gelberg, Surrey, Tarleau, and Warren, supra note 28, at 52 n. 62. 

73 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 38 (1954). 
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decision? Bearing in mind the similarity in terminology to the old 
law, as well as repeated references in the Senate Report to ‘‘exist- 
ing law’’ and ‘‘corporate level,’’ alternative corporate business 
purposes do suggest themselves for possible qualification under sec- 
tion 346(a)(2). For example, under the 1939 Code redemptions 
motivated by creditors in order to strengthen the corporation’s 
credit position * and redemptions to make shares available to key 
employees * have been held entitled to capital gains treatment as 
‘¢nartial liquidations’’ or ‘‘sales.’’ What evidence there is on this 
question, therefore, must be examined. 


A. Tue Lecisuative History 


1. Evidence of intent not to limit. Perhaps one of the most con- 
vincing arguments that section 346(a)(2) is not limited to corpo- 
rate contraction could be based on the statement in the Senate Re- 
port that the definition in section 346(a) (2) is intended to replace 
‘that contained in section 115(i) of the 1939 Code’’ and that ‘‘ pri- 
marily, this definition involves the concept of ‘corporate contrac- 
tion’ as developed under existing law. . . .’?™ The word ‘‘prima- 
rily’’ certainly suggests something of secondary significance. It is 
perhaps arguable that as used in connection with ‘‘existing law’? it 
permits the inference that corporate business purposes other than 
contraction were intended to be embraced within section 346(a) (2). 
However, it seems clear that ‘‘existing law’’ refers to the term 
‘‘contraction’’ rather than to a secondary implication from the 
word ‘‘primarily.’’ This would leave ‘‘primarily”’ standing alone 
and permit the inference that the secondary implication is to be 
taken in connection with the mechanical tests set forth in subsection 
(b). In short, it would appear that the secondary implication refers 
to types of contractions other than those spelled out in section 
346(b).78 

Section 346(b) also contains the following language which should 
be explained rather than interpreted. ‘‘ Whether or not a distribu- 
tion meets the requirements of paragraphs (1) and (2) [pertaining 
to the conducting of the businesses for a five-year period] of this 

74 See extensive discussion in Note, Redemptions and Partial Liquidations Under The 
1954 Internal Revenue Code: The Dividend Equivalence Test, 103 U. Pa. L. Rev. 936 
eo Jones v. Griffin, 216 F.2d 885 (10th Cir. 1954). 

76 E.g., Smith v. United States, 130 F.Supp. 586 (Ct.Cl. 1955). 

77. Rep. No. 1622, supra note 20, at 262; emphasis added. 


78 Naturally, when the meaning of a statutory provision is not clear in the Committee 
Reports it is permissible to refer to the Code. 
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subsection shall be determined without regard to whether or not the 
distribution is pro rata with respect to all of the shareholders of 
the corporation.’’ * One commentator, noting the connection be- 
tween the ‘‘active business requirements’’ and proportional dis- 
tribution points out that its purpose is ‘‘to co-ordinate the rules as 
to what may be distributed in partial liquidation with what assets 
may be separated in a corporate division.’’ *° However, barring this 
as the sole explanation—neither the Committee Reports nor the 
Regulations shed light here—it seems plain that pro rata distribu- 
tion will rear its ugly head in the interpretation of section 346(a) 
(2). 

This language, of course, cuts deeply into the whole theory of the 
separate approach to stock redemption transactions. It is doubtful, 
therefore, that Congress intended that its explicit reference to the 
mechanical tests in section 346(b) was to permit the inference that 
therefore pro rata distribution was a factor to be taken into con- 
sideration in interpreting section 346(a) (2). 

It remains to be seen whether the Commissioner will employ this 
inference to limit the application of section 346(a)(2). Perhaps it 
is significant that neither the Proposed Regulations nor the perma- 
nent Regulations refer to this language at all. This may mean that 
the Commissioner has not as yet made a policy decision in this area. 
But it may also mean that he will not litigate a pro rata distribu- 
tion attributable to a ‘‘genuine’’ corporate contraction. This, of 
course, places a considerable burden on tax counsel and at the very 
best is a poor substitute for an explicit Treasury position. 

It can be anticipated, however, that the taxpayer will argue that 
a non-pro rata distribution is probative evidence that an otherwise 
questionable corporate contraction qualifies for capital gains treat- 
ment under section 346(a)(2) with its more advantageous conse- 
quences. Such an argument, of course, goes beyond the ‘‘corporate 
level.’’ But though so limited, it can be buttressed with the sugges- 


79 Another puzzling provision is that contained in section 346(b)(1) and (2) (1954), 
supra note 65, restricting acquisitions of business to those acquired in a tax-free transac- 
tion. For example, X corporation, operating for over 5 years, buys Y corporation, operat- 
ing over five years, with accumulated earnings and cash. X adopts a plan of complete 
liquidation under section 337 (1954) and distributes the proceeds. The purchase trans- 
action under section 337 would not result in recognized ‘‘ gain or loss’’ to X. Thereafter, 
Y operates X for a year, sells the acquired X assets, and distributes the proceeds in 
partial liquidation under section 346(b). Assuming the inapplicability of the Gregory 
doctrine (Gregory v. Helvering, 293 U.S. 465 (1935) ), the literal language of section 
346(b)—a mechanical test—would seem to permit such a bailout unless recognition is 
fatal to X’s stockholders. ? 

80 MERTENS, FEDERAL INCOME TAXATION, CopE CoMMENTARY (Zimet, Silverstein, Lan- 
ahan, Driscoll Ed. 1955) § 346(b) :4. 
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tion that it would have been a simple matter of draftsmanship to 
make the explicit reference in subdivision (b) apply to all of section 
346 had it been so intended. Finally, it could be said in this connec- 
tion that ‘‘existing law’’ does involve a consideration of propor- 
tional distribution where dividend equivalence is involved in con- 
traction cases. 

In addition to the violence the above argument does to the sepa- 
rate-approach theory to stock redemption transactions, it is argu- 
able that the explicit reference in section 346(b) has the much more 
limited function of insuring that section 346(b) would in fact be 
interpreted as a mechanical test. And the argument on draftsman- 
ship is hardly convincing in the light of the haste with which the 
Senate Finance Committee redrafted all of Subchapter C. Finally, 
it may be said that while pro rata distribution is involved under 
section 115(i) of the 1939 Code, ‘‘existing law’’ refers to the ratio 
decidendi in the cases, 7.e., to contraction where the pro rata nature 
of the distribution was therefore held to be immaterial. 

Furthermore, it may be suggested in support of an intent not to 
limit section 346(a)(2) to a contraction theory that the Senate 
clearly rejected the single mechanical contraction approach of the 
House. However, there would seem to be validity here to the infer- 
ence that the Senate intended no more than a rejection of the 
mechanical criteria as a sole test and that the only change from the 
House approach was the addition of a general test of contraction 
in section 346(a)(2). In short, it would seem that the evidence of 
intent to embrace something other than contraction within section 
346(a)(2) is not convincing. 

2. Evidence of intent to limit to contraction. In addition to the 
arguable positions taken above, a number of considerations at least 
suggest that section 346(a) (2) is limited to a contraction theory. 

First, the formal requirements of section 346(a)(2) for capital 
treatment are (1) a redemption of a part of the taxpayer’s stock, 
(2) pursuant to a plan, and (3) its occurrence within the taxable 
year of the plan or the succeeding year.*' While the precise reason 
for these requirements is not clear, they do suggest formal corpo- 
rate action of the type usually preceding a ‘‘genuine’’ contraction 
of the business. 

Second, the express inclusion in section 346(a) (2) of ‘‘a distribu- 
tion which meets the requirements of subsection (b)’’ would seem 
to permit the inference that contraction was all the Senate Finance 
Committee had in mind as the characteristic of a partial liquidation. 


81 Supra note 2. 
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Third, the Senate Report’s use of the Imler case as one illustra- 
tion of a section 346(a)(2) contraction, and even the negativing of 
a reserve fund distribution because it would perhaps not be respon- 
sive to a contraction, would be persuasive in concluding that only 
contraction was intended. Then again, the Report, in discussing the 
purpose of section 331(b), states: ‘‘Such portion of section 115(c) 
of the 1939 Code which provides for capital-gains treatment where 
the redemption does not terminate a part of the business of the cor- 
poration is ... treated under section 302, or section 301, as the 
case may be.’’ ** While this language is not completely consistent 
with the term ‘‘primarily’’ discussed above, it does speak in the 
singular. 

In sum, while it is felt that a better case could be made out for 
limiting section 346(a)(2) to a contraction theory, the legislative 
history is not conclusive on either side of the issue. What then are 
the courts and Treasury to do? 


B. Poticy Consiperations: THe Funcrion or THE TREASURY AND 
THE CouRTS 


1. The Treasury. It cannot be said that Congressional policy is 
so clear on the question here under consideration as to constitute a 
mandate to the Treasury to pursue a liberal policy of enforcement. 
Most would admit that the Treasury does have a function as guard- 
ian of the public revenue. A restrictive policy of enforcement would 
seem to be both justified and to be anticipated. However, its posi- 
tion here should be made known. This much, it would seem, the tax- 
payer should expect. The Treasury has not done so in the new Regu- 
lations. Whether future rulings will clarify the matter remains to 
be seen. We can hope that they will. 

2. The courts. Much that was said concerning the questionable 
Congressional policy of affording capital treatment to distributions 
under corporate contractions could be repeated here. Should the 
courts, because of the inconclusive legislative history of section 
346(a)(2) on this question, put the taxpayer strictly to his proof 
that his gain is entitled to capital gains treatment? Or should they 
afford relief where they feel the particular case requires it? 

It may be pointed out that if the courts do not restrict section 
346(a)(2) to a contraction theory, such certainty at the corporate 
level as will have been worked out under the 1954 Code will afford 
relief only for taxpayers qualifying under section 346(b). While 
this particular relief was clearly intended, the evidence is not at all 


82 §, Rep. No. 1622, note 18 supra, at 49; emphasis added. 
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clear that the Senate Finance Committee intended to revert to all 
the uncertainty and confusion existing under the 1939 Code in all 
other cases. 

From the standpoint of tax equity, this much we do know. Con- 
gress has provided the stockholders of closely-held corporations— 
mostly small businesses—with both a mechanical technique and a 
general contraction test for withdrawing corporate earnings at 
capital gains rates, to say nothing of the bailouts permitted under 
section 302. Should section 346(a)(2) be expanded to embrace any 
corporate business purpose? Does tax equity demand that the small 
corporate owner be provided with a ready market for his shares in 
this manner? The matter of tax equity is many-sided. Piecemeal 
judicial relief creates as much uncertainty and as many inequities 
as does such legislative relief.** Since it is extremely doubtful that 
a valid equitable plea for additional relief techniques can be made 
in this area, it is submitted that short of a clear expression of Con- 
gressional policy to the contrary, the courts would be justified 
in limiting the application of section 346(a)(2) to a contraction 
theory. 


IV. Conciusion 


The legislative history of section 346(a)(2) affords little aid in 
defining a contraction that will meet its requirements. Detailed tests 
are perhaps undesirable because ef the basic policy of flexibility 
formulated by the Senate Finance Committee. Some help on both 
the nature of contraction and its extent can be found in the more 
recent cases under the 1939 Code and, perhaps by implication, in 
section 346(b) and its Regulations. Also, the legislative history on 
the question whether section 346(a)(2) is limited to a contraction 
theory is inconclusive. A strong case can be made out that this was 
intended, and policy considerations would justify the Treasury and 
the courts in so treating it. 

The political climate is probably not ripe for a complete aboli- 
tion of capital gains treatment for partial liquidations, and a con- 
traction test would seem to be the best possible approach at the 
moment. However, if we must work with a contraction test, the 
very least that should be afforded is a clear-cut statement by the 
Treasury and Congress that section 346 in its entirety is limited to 
corporate contractions. Rewording of section 346 to effectuate this 
will of necessity have to be left to the future. 


83 See Cary, Pressure Groups and the Revenue Code: A Requiem in Honor of the De- 
parting Uniformity of the Tax Laws, 68 Harv. L. Rev. 745 (1955). 
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Notes 


Who Can Deduct a Business Expense? A taxpayer, without expectation 
of reimbursement, may incur an expense on both his own and another’s be- 
half. Is such an expense deductible? It is quite clear that deductions for 
taxes and interest will be disallowed if payment is made to satisfy another’s 
obligation. It is not at all clear, however, whether expenditures for another’s 
benefit, incurred in a taxpayer’s own trade or business or incurred for the 
production of a taxpayer’s own income, would also be disallowed.” 

There are several situations in which the problem may arise. A corporate 
employee, officer, or stockholder, for example, may assume an expense which 
furthers the business of the related corporation. A corporation, in turn, may 
incur expenses for its employees, officers, or stockholders. An employee or 
official of a governmental agency or a charitable organization may incur ex- 
penses for the related entity. Expenditures may be made for each other’s 
benefit by partners and partnerships and by trusts and beneficiaries. A tax- 
payer, similarly, may pay the previously incurred debts of a related tax 
entity without any legal obligation to do so. 

In each of these fact-patterns the Commissioner has contended, with inter- 
mittent success, that only one of the two taxpayers could properly claim a 
deduction. If a deduction could be claimed by either entity, the Commis- 
sioner feared that expenses might te shunted between related taxpayers to 
exploit variations in their tax brackets. It is suggested, however, that the 
deduction-shifting peril is remote, and that the principles advanced to sup- 
port the Commissioner’s claims are not wholly persuasive. 

Much litigation in this area has turned on the interpretation of the statu- 
tory phrases ‘‘ordinary and necessary’’ and ‘‘trade or business.’’? A pre- 
liminary scan of these phrases is in order. 


TRADE OR BusINESS DEDUCTIONS 


Ordinary and necessary expenses incurred in carrying on a trade or busi- 
ness are deductible under section 162. Neither the Code nor the Regulations 
define trade or business. In practice, few occupations are excluded. 

Employees are deemed to be engaged in business by clear statutory lan- 
guage,* and corporate officers are manifestly encompassed in the same pro- 


1 Falk Corp. v. Comm’r, 60 F.2d 204 (7th Cir. 1932); William H. Simon, 36 B.T.A. 
184 (1937). Certain medical expenses are deductible, however, though payment is made 
for services rendered to another; a unique and sentimental statutory exception. See 
LRB.C. § 213(a). 

2 See Note, Deductibility of Expenses Incurred for the Benefit of Another, 66 Harv. L. 
Rev. 1508 (1953). 

3 LR.C. § 162(a). , 

41.R.C. § 62(2) speaks of the trade or business expenses of employees. 
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visions.’ The Code declares that the performance of a public office is a trade 
or business.* A fortiori, employment by the Government must be a business.* 
Teachers ® and employees of charitable or educational institutions are in 
business although perhaps their employers are not. 

Some property ownership is a business, but it is generally held that a 
holder of stock in a corporation, regardless of the size of the investment or 
the proportion of ownership, is not, as a stockholder, engaged in any busi- 
ness. Corporations, of course, are presumptively in business. 

Profit is a motive of any business, but profit is not a sine qua non. The 
language of section 270 makes it evident that an occupation which consist- 
ently produces a loss may still be a trade or business. It has been asserted 
that corporate executives who are not paid salaries are not in any business.!° 
The result is questionable.1! The corporation may not be in any position to 
pay a salary or the executive may deliberately choose to be unpaid in expec- 
tation of later rewards. 

Ordinary expenses have been construed as expenses which a taxpayer or a 
given class of taxpayers find normal, customary, and usual in specified cir- 
cumstances.” Exceptional and infrequent expenditures are deemed extraor- 
dinary and therefore not deductible. The propriety of such a construction 
has been questioned.'* It is arguable that ‘‘ordinary’’ in its pristine use 
merely set off capital expenditures, personal expenditures, and expenses 
not at all related to a business from all other costs of operation.1* Ordinary 
expenses, in other words, were residual rather than specific. At present, how- 
ever, the requirement that a deductible expense must be ‘‘ordinary”’ theo- 
retically brings into question the frequency and normalcy of each outlay. 

It is a corollary of the prevailing interpretation of ‘‘ordinary’’ that if 
regular, recurring expenses are consistently met by one taxpayer, an occa- 
sional payment of the same expense by a related tax entity cannot be the 
latter’s ordinary expense.'® The expenditure is unique for the second tax- 


5 Ralph C. Holmes, 37 B.T.A. 865 (1938). 

6 I.R.C. § 7701 (a) (26). 

7 1.T. 4012, 1950-1 Cum. Buu. 33. Cf. Comm’r v. Motch, 180 F.2d 859 (6th Cir. 1950). 

8 Hill v. Comm’r, 181 F.2d 906 (4th Cir. 1950). 

® Higgins v. Comm’r, 312 U.S. 212 (1941); Harold K. Hochschild, 7 T.C. 81 (1946). 
Business expense deductions were allowed to stockholders, however, in Harold Mortenson, 
3 B.T.A. 300 (1926), and Byron T. Shutz, P-H B.T.A,. Mem. Dec. { 41,324. When a cor- 
poration is merely a dummy, holding title to property but carrying on no trade, the 
corporate entity is sometimes disregarded and deductions allowed directly to stockholders. 
Archibald R. Watson, 42 B.T.A. 52 (1940). 

10 Low v. Nunan, 154 F.2d 261 (2d Cir. 1946). 

11 See D. C. Jackling, 9 B.T.A. 312 (1927) (dollar-a-year man in business). 

12 Welch v. Helvering, 290 U.S. 111 (1933) ; Deputy v. DuPont, 308 U.S. 488 (1940). 

13 See Griswold, An Argument Against the Doctrine that Deductions Should be Nar- 
rowly Construed as a Matter of Legislative Grace, 56 Harv. L. Rev. 1142 (1943). 

14 Id, at 1145. 

15 In Emanuel O. Diamond, 19 T.C. 737, 742 (1953), the operating costs of an indi- 
vidually-owned automobile were paid by a corporation which used the car. While being 
driven on corporate business by the individual owner, a corporate officer, the automobile 
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payer. Arbitrary, tax-motivated deduction-shifting would thus appear to be 
foreclosed. Under section 482, moreover, deductions may be apportioned be- 
tween related taxpayers to reflect the true income of each entity.1® 


STOCKHOLDER EXPENDITURES 


A stockholder, as such, is not in a trade or business and cannot claim 
business deductions. Section 212, however, permits deduction of ordinary 
and necessary non-business expenses. The phrase ‘‘ordinary’’ in section 212 
is circumscribed by judicial and treasury fiat precisely as is the same phrase 
in section 162. A stockholder, therefore, may deduct the customary and 
usual costs of managing, conserving, and protecting his securities.17 But no 
deductions are allowed to a stockholder for costs of managing, conserving, 
or protecting activities or assets of the related corporation, because such out- 
lays have been persistently construed as unusual and, therefore, extraordi- 
nary.'® 

In Deputy v. DuPont the Supreme Court assumed, arguendo, that a 
major stockholder was in the trade or business of being a stockholder. The 
Court then denied a deduction for the cost of providing incentives for the 
corporation’s executive committee. It was held that the expense was not 
proximately related to the stockholder’s business. Even if related, added the 
Court, the expense was outside the norm of generally accepted practices for 
individuals who are in the assumed business of being stockholders and, there- 
fore, the expense was ‘‘extraordinary.’’ Courts have ruled similarly when 
stockholders advertised corporate assets for sale,?° sent watchmen to guard 
corporate property,” and helped pay corporate operating expenses.?* 

Several courts, in disallowing stockholder deductions, have resorted to the 


was involved in a collision. The individual owner was sued and paid the judgment. A de- 
duction was denied. The Commissioner argued that the deduction should be disallowed 
since the expense was incurred for the benefit of the corporation. The Tax Court observed 
that the payment of the ‘‘operating expenses of an individually-owned auto by an 
officer-employee of a corporation performing his official duties are allowable deductions 
and [sic] under a proper set of facts.’’ But the Court found that auto expenses were no 
longer ordinary costs of the taxpayer’s own trade or business because all prior expenses 
had been met by the corporation. See also Friedlander Corp., 19 T.C. 1197 (1953). 

16 Such allocation was considered in John O. Maxwell, 8 TCM 151 (1949), and ordered 
in Standard Galvanizing Corp., 11 TCM 170 (1952), and Ecco High Frequency Corp., 5 
TCM 688 (1946). 

17 Reg. 118, Sec. 39.23(a)-15(g). 

18In Ray Crowder, 19 T.C. 329 (1952), an undertaker was permitted to deduct ex- 
penses incurred in subsidizing a burial insurance company, but when the undertaking 
business was incorporated, the taxpayer, as a mere stockholder, could no longer deduct 
subsidies paid on the new corporation’s behalf. See C. L. Ames, 14 B.T.A. 1067 (1929). 

19 308 U.S. 488 (1940). 

20 Thomas H. Mastin, 7 B.T.A. 72 (1927), aff’d, 28 F.2d 748 (8th Cir. 1928). 

21 Coosa Land Co., 29 B.T.A. 389 (1933). 

22 Tatem Wofford, 5 T.C. 1152 (1945). 
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maxim that an expense which benefits another is barred.?* Such an argument 
is unnecessary in this situation. If an expense is conclusively determined to 
be extraordinary, whether or not it benefits another is irrelevant. 


CorPoRATE EMPLOYEES AND EXECUTIVES 


Employees. It seems plain that every business expenditure incurred by a 
corporate employee in the course of his employment could be paid and de- 
ducted by the corporate employer. If not paid or reimbursed by the em- 
ployer, however, the expenses covered by section 162 should be deductible 
by the employee. When the employee has no substantial stock interest in the 
corporation, it is apparent that there is little incentive for tax-induced de- 
duction-shifting. The Commissioner, nevertheless, has in a few cases con- 
tested deductions claimed by employees, on the ground that any expense 
which benefited another entity was deductible only by that entity.24 The 
Commissioner has generally failed in these cases and, indeed, the courts now 
rule that deductions may be claimed by an employee only if the expense is 
for the benefit of the employer.”° Only such items are demonstrably in the 
employee’s business. 

Deductions have thus been allowed to corporate employees for costs of 
entertainment,”® uniforms,”" traveling,?*® automobile maintenance,?® educa- 
tion,®° telephones,*! and physical fitness.5? Additional compensation paid to 
fellow employees and costs of their entertainment have sometimes been rec- 
ognized as an ordinary expense, if performance of the taxpayer’s duties is 
dependent on the services rendered by the other employee.** Disallowance 
follows only when the expense incurfed is unrelated to the employee’s 


duties 4 or is personal.*® 


23 Id. at 1165. 

24 Arthur B. Chivers, 4 B.T.A. 1083 (1926). 

25 W. W. Bercaw, 6 TCM 27 (1947); A. D. Crews, 11 TCM 511 (1952). 
26 James F. Coleman, 3 B.T.A. 835 (1926). 

27 Marcus O. Benson, 2 T.C. 12 (1943). 

28 Kenneth Waters, 12 T.C. 414 (1949). 

29 Alexander Milne, Jr., 8 TCM 858 (1949). 

30 Hill v. Comm’r, supra note 8. 

31 Louis M. Roth, 17 T.C. 1450 (1952). 

82 Charles Hutchison, 13 B.T.A. 1187 (1928). 

33 Harold A. Christensen, 17 T.C. 1456 (1952). See also John Thompson, 9 TCM 694 


(1950). Cf. James D. Robinson, 45 B.T.A. 39 (1941) ; Wilbur H. Clayton, 7 TCM 349 
(1948). 

34 Chester C. Hand, 16 T.C. 1410 (1951). In Reginald Denny, 33 B.T.A. 738 (1935), an 
actor added to the salary of a valet furnished to him by his moving picture company. 
Although the valet’s salary was apparently deductible as a business expense of the mov- 
ing picture company, the payments made by taxpayer were not deductible as his business 
expenses. Cf..Rodgers Dairy Co., 14 T.C. 66 (1950) (deductions allowed to corporate 
executive for payments made to his chauffeur, who was assigned to drive a corporate- 


owned ear). 
35 Fulton Freeman, 11 TCM 285 (1952). 
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Executives. When the taxpayer has a large ownership stake in a corpora- 
tion, or when the taxpayer, though having no major stock interest, is a 
ranking executive, the courts have applied different criteria. Proof that ex- 
penditures were requested by the corporation or essential for the proper 
performance of the executive’s duties is not always sufficient basis for deduc- 
tibility.2* In several early cases deductions were disallowed because the size 
or continuation of an executive’s salary was not contingent on the particular 
contested expense.*? An expense which did not affect salary was conclusively 
deemed not to be an ordinary expense of the job. In some cases the Board of 
Tax Appeals stated that an expense which a corporation would not directly 
reimburse should not be indirectly reimbursed by the Government.** In these 
early cases the Court, in demanding a direct relationship between a payment 
by the taxpayer and a payment to the taxpayer, clearly intimated that the 
taxpayer as a matter of law did not have his own discrete, independent ex- 
penses and was merely a conduit. The Court’s position is untenable if it is 
conceded that executives as such are in a business. 

Judge Van Fossan in the Roach *® case further articulated this proposi- 
tion. Hal Roach was a Hollywood impressario who served as a salaried presi- 
dent of his wholly-owned corporation. He entertained extensively in behalf 
of the corporate business to maintain the required reputation in the industry 
of being a good fellow. A deduction was denied to Roach on the familiar 
theory that the cost of entertainment was not directly related to the size of 
his salary as president. Judge Van Fossan added: *° 


. .. Deductions are personal to the taxpayer and one taxpayer may not 
take deductions properly belonging to another. A similar rule should apply 
... When one spends money for the benefit of another and is not reimbursed. 


The assertion that deductibility ‘‘ properly belongs’’ only to the ‘‘ benefited ’’ 
taxpayer is without statutory support and contradicts decisions allowing de- 
ductions to ordinary employees. 

Judge Van Fossan’s argument was firmly rebutted by Judge Learned 
Hand in the Schmidlapp *' case. A vice-president of the Chase Bank had 
paid club dues and entertainment expenses for prospective customers of the 
bank. Judge Van Fossan cited the Roach rule and denied the deduction to 
Schmidlapp.** He argued that a deduction was available only to the bene- 
fited bank. Judge Hand reversed Judge Van Fossan, stating,** 


... It is no answer to say that they [the expenses] were for the bank’s 
benefit ; so were all of taxpayer’s services; if it did in fact give him to under- 


36 Franklin Magill, 4 B.T.A. 272 (1926). 

37 Abraham W. Ast, 9 B.T.A. 694 (1927); Franklin Magill, supra note 36. 
38 Franklin Magill, supra note 36; Nathaniel Hess, 24 B.T.A. 475 (1931). 
39 Hal E. Roach, 20 B.T.A. 919 (1930). 

40 Id. at 925. 

41 Schmidlapp v. Comm’r, 96 F.2d 680 (2d Cir. 1938). 

42 Carl J. Schmidlapp, P-H B.T.A. MEM. DEC. § 36,387. 

43 Supra note 41, at 682. 
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stand that he was to extend a factitious hospitality in its interest, the cost of 
it was a necessary expense of his office. 

It is obvious that stockholder-executives of close corporations have greater 
opportunity for deduction-shifting than ordinary employees. It has been 
suggested that this is the tacit basis of the Roach case and other decisions 
which seem to distinguish between stockholder-executives and other em- 
ployees.** But, as previously noted, arbitrary shifting of deductions can be 
prevented by allocations under section 482 or by proof that an expense is 
not the ordinary expense of the particular taxpayer. 

It is alleged also that the disallowance of deductions in the close corpora- 
tion area is not harsh, since the taxpayer has chosen to do business as a cor- 
poration and therefore must accept the consequences of having created a 
separate and distinct entity to which he has transferred his right to certain 
deductions. As Judge Hand points out, however, the issue is not whether 
there is a distinct entity which might also claim a particular deduction but 
whether an executive is being deprived of the right to deduct legitimate ex- 
penses of his own equally distinct business. In employing the aphorism that 
expenses incurred for another’s benefit may not be deducted, the Commis- 
sioner and courts overlook the fact that the expense also benefits the em- 
ployee in his own business. This points to a central objection to the Roach 
rule; it is not limited in its terms to close corporations but is applicable 
against every executive. 

It is true that the problem could be avoided if a corporation would in 
every case reimburse executive expenditures. But here, precisely, is where 
the rule becomes harsh. As in the Hess *° and Kaplan *¢ cases, the corporation 
could not or would not reimburse certain expenses for policy reasons which 
were remote from tax avoidance.** A tight expense account policy would not 
militate against rank and file employees, yet it might prevent deductions to 
executives. In any event, the Roach ‘‘benefit’’ theory is a peril to expense 
deductions of officials and officers of the Government and non-profit organi- 
zations. Although no close corporation deduction chicanery is involved, these 
expenditures fall within the strictures of Judge Van Fossan’s decision. 

The Board of Tax Appeals, after the Schmidlapp decision, had occasion to 
review the proxy fight expenditures of the deposed president of a publicly- 
held corporation.*® The president, said the Court, had been in a business, ‘‘to 
wit, the business of being chief executive of an oil corporation.’’ *® The 
Court confessed that there might be deductible expenses for such a tax- 


44 Supra note 2. 

45 Nathaniel Hess, supra note 38. 

46 Jacob M. Kaplan, 21 T.C. 134 (1953). 

47 In the Hess case, a battle between rival stockholder groups prevented reimbursement 
to the president for entertainment expenses on the corporation’s behalf. The taxpayer 
in the Kaplan case refused to seek reimbursement in order to set a good example for 
junior executives. 

48 Ralph C. Holmes, 37 B.T.A. 865 (1935). 

49 Td. at 873. 
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payer, but it insisted again that most of the deductions it could think of 
would be allowable only to the corporation. 

The Roach case continues to be cited as binding authority in the Tax 
Court for the proposition that expenses incurred for the benefit of one tax- 
payer may not be deducted by another.®® In only one case ** did the Tax 
Court consider the relation between the Roach and the Schmidlapp decisions. 
The two were distinguishable, said the Court, but the difference was not 
stated. The case involved payments of corporate expenses by stockholders of 
a closely-held corporation. The Commissioner argued as formerly, that ‘‘the 
expenses were for the benefit of . .. [petitioner’s] employer and... 
therefore do not represent a proper deduction’’ to the taxpayer.®? The Court 
asserted that the facts in the case at bar were more nearly analogous to those 
in Schmidlapp than to those in Roach and permitted the deduction. Deputy 
v. DuPont *8 is sometimes cited in support of the argument that the ex- 
penses of one taxpayer may not be deducted by another. This is a miscon- 
struction. There the Supreme Court observed only,** 


... the fact that a particular expense would be an ordinary or common 
one in the course of one business and so deductible . . . does not necessarily 
make it such in connection with another business. . . . 


The Roach case rule is not uniformly applied. Thus, entertainment ex- 
penses are generally denied on the authority of the Roach case, although en- 
tertainment may be considered a necessary incident of the taxpayer’s job. 
But automobile and travel expenses are allowed as deductions to all cor- 
porate executives, whether or not stockholders of a close corporation.5® The 
payment of certain costs of corporate operation is generally disallowed as a 
deduction,** partly on the basis of the Roach rule ** but mainly because these 
expenses are only tenuously expenses of the taxpayer’s own trade or busi- 
ness.5® Salary payments to persons who render service to a corporation of 
which the taxpayer is an officer have been held deductible in some cases when 
the services, while advancing the business of the corporation, were rendered 
to the taxpayer personally,®’ but they are not deductible if rendered to the 


50 Jacob M. Kaplan, supra note 46; Tatem Wofford, supra note 22. 

51 Byron T. Shutz, P-H B.T.A. Mem. Dec. { 41,324. 

52 Id. at J 41,687. 

53 308 U.S. 488 (1940). 

54 Id. at 494, 

55 Fred Fischer, 6 TCM 520 (1947); Andrew Jergens, 17 T.C. 806 (1951); John O. 
Maxwell, supra note 16; and Jacob M. Kaplan, supra note 46. Cf. Benjamin Abraham, 
9 T.C. 222 (1947) ; Arthur A. Byerlein, 13 T.C. 1085 (1949) ; Donald Murphy, 10 TCM 
272 (1951). 

56 Ralph D. Hubbart, 4 T.C. 121 (1944); Arthur A. Byerlein, supra note 55; Rodgers 
Dairy Co., supra note 34. Cf. James M. Hawkins, 20 T.C. 1069 (1953). 

57 Low v. Nunan, supra note 10. 

58 Alexander Milne, supra note 29; Sigmund Spitzer, 23 B.T.A. 776 (1931). 

59 Kimball Diamond Mining Co., 14 TCM 253 (1955) ; John O, Maxwell, supra note 55. 

60 John Thompson, supra note 33; Lillian Goldsmith, 7 B.T.A. 151 (1927). 
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corporation directly.*! Reimbursement of corporate losses by executives is 
held non-deductible.® 

Some decisions are pitched on the Roach rule; others reason that although 
the taxpayer may be in the trade of being a corporate officer to guarantee 
purchases of the corporation or to hold the corporation harmless against de- 
faleations, neither is a usual incident of that business. Similarly, loans to a 
corporation by an officer have been held to be unrelated to the trade or busi- 
ness of being an officer and a defaulted loan is consequently non-deductible 
as a loss or expense.®* On the other hand, when corporate liability is a result 
of the taxpayer’s improper act or error, payment by the taxpayer has been 
held deductible as an incident of the taxpayer’s business.** When the tax- 
payer, regardless of his position in the particular corporation, is also engaged 
in a separate business of his own, a deduction is usually permitted if the 
expense is ordinary and necessary for the separate business, whether or not 
there is a benefit to the related corporation.® 

Litigation. Expenses incurred in the course of litigation form a special 
category. The expenses previously noted were, by postulate, business ex- 
penses both of the corporation and the individual executive. When a cor- 
porate officer makes payments in a suit arising out of the performance of 
his corporate duties it is clear that the expenditure is deductible as his own 
business expense although such payments benefit the corporation.®* A law- 
suit asserting liability against an individual employee, however, is usually 
no part of the corporate business.** Paradoxically, the fact that deductions 
here are available to only one taxpayer has given support to the argument 
that other expenses are deductible either by the corporation or the executive 
in his own trade or business.** Legal expenses are denied as a deduction when 
it is held that the suit was personal © or not proximately related to the tax- 
payer’s business 7° or, as previously noted, the taxpayer was merely a stock- 
holder, not engaged in any trade or business.™! 

Litigation expenses may be deducted by an executive whether liability is 
asserted against the taxpayer individually or against the taxpayer and the 
corporation jointly.72 Some cases, however, have involved deductibility of 
litigation costs paid by a corporate officer in a suit solely against a corpora- 





61 James D. Robinson, supra note 33. 

62 Charles Wigton, 13 T.C. 323 (1949). 

63 W. A. Dallmeyer, 14 T.C. 1282 (1950); Donald C. Van Pelt, 9 TCM 675 (1950). 

64 Robert S. Farrell, 44 B.T.A. 238 (1941). 

65 Alfred LeBlanc, 7 B.T.A. 256 (1927); Charles Dinardo, 22 T.C. 430 (1954). 

66 Estate of Hurt, 30 B.T.A. 653 (1934) ; Peoples-Pittsburgh Trust Co., 21 B.T.A. 588 
(1930) ; George S. Groves, 38 B.T.A. 727 (1938). 

87 Hales-Mullahy Inc., 46 B.T.A. 25 (1942), aff’d, 131 F.2d 509 (10th Cir. 1943) ; 
Caldwell & Co., 24 T.C. 597 (1955). 

68 Ralph C. Holmes, supra note 48. 

69 Kerwin Fulton, 41 B.T.A. 1037 (1940). 

70 Charles Brodeur, 10 TCM 228 (1951). 

71 Harold K. Hochschild, supra note 9. 

72 William Butler, 17 T.C. 675 (1951). 
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tion.** In these cases, deductions have been denied, since the payments were 
held to be outside the scope of the taxpayer-executive’s own business. 


EXPENDITURES BY CORPORATIONS 


When a corporation is a stockholder in another corporation its posture is 
not substantially different from that of an individual stockholder. An indi- 
vidual by reason of his stockholdings is not engaged in any business. Al- 
though a corporation is usually in business, when it incurs expenses only in 
its capacity as a stockholder, the expenses are not deductible business costs.** 
Of course, if the expense is incurred in furtherance of the corporation’s own 
business, it may be allowable as a deduction although the outlay confers a 
direct benefit on the related firm.” 

Expenditures made by a corporation for the benefit of its stockholders, 
officers, or employees are generously deductible ; 7* only expenses totally un- 
related to the corporate business are usually disallowed.7*7 No argument has 
been made in these cases that an expense connected with the corporate busi- 
ness is properly deductible, and therefore only deductible, by another tax- 
payer. 

Litigation expenses of a corporation have again been placed in a special 
category. In contrast, payments of litigation costs by a corporation in suits 
against corporate officers and employees have been denied deductibility on 
the ground that the expenditures were personal obligations of the individuals 
involved and were not proper deductions of the corporation.7* Deductions 
have been denied, on occasion, even though the corporation was a party to 
the suit ® and although the litigation arose out of the performance of cor- 
porate duties.%° 


73 Raymond Hessert, P-H B.T.A. Mem. DEc. J 43,187. 

74 Coosa Land Co., supra note 21. 

75 Aptos Land & Water Co., Inc. 46 B.T.A. 1232 (1942). 

76 E.g., Rodgers Dairy Co., 14 T.C. €6 (1950) (permitted an expense deduction for the 
maintenance costs of the president’s stables). 

77 Haverhill Shoe Novelty Co., 15 T.C. 517 (1950). Contention among stockholders 
often threatens the stability of a corporation. In several cases corporate funds were used 
to mollify objectors. The expenses were disallowed in Forty-Four Cigar Co., 2 B.T.A. 
1156 (1925); Mid-State Products Co., Inc., 21 T.C. 696 (1954); Newark Milk & Cream 
Co., 34 F.2d 854 (3d Cir. 1934) ; 105 W. 55th St., Inc. v. Comm’r, 42 F.2d 849 (2d Cir. 
1930) ; Bismarck Tribune Co., 33 B.T.A. 281 (1935). However, in Paul J. Bonwit, P-H 
B.T.A. MEM. DEc. J 39,413, identical expenditures by corporate officers were deductible, 
since ‘‘The expenditure was shown to be necessary to the Company’s welfare and hence 
to the petitioner’s trade or business as its president. . . .’? This appears to be the only 
case, outside of litigation expenses, in which executives were permitted a deduction which 
would not have been directly available to the corporation. Surprisingly, this broad view 
of executives’ business duties was taken by Judge Van Fossan. 

78 Caldwell & Co., supra note 67; Blackwell Oil & Gas Corp. v. Comm’r, 60 F.2d 257 
(10th Cir. 1932). 

79 Hales-Mullahy Inc., supra note 67. 

80 Pantages Theatre Co. v. Welch, 71 F.2d 68 (9th Cir. 1934). Cf. Union Investment 
Co., 21 T.C. 659 (1954). 
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EXPENDITURES BY PARTNERS 


Operating expenses of a partnership are ordinarily claimed in a partner- 
ship return and apportioned among the individual partners.*! It is clear, 
however, that a partner as such is in business.®* If one partner agrees to 
perform particular duties, the cost of these functions is the partner’s own 
deductible business expense.®* But it is hardly a normal expense of a part- 
ner’s business to meet individually any of the firm’s general expenses. Ac- 
cordingly, such deductions claimed by individual partners may justifiably 
be disallowed.* It is reasonable, however, to permit the partner to deduct at 
least his allocable share of the partnership expenses thus paid.*® Refusal to 
permit this partial deduction, which the partner would have enjoyed if the 
partnership had made payment, is a heavy penalty for failure to claim the 
item on the correct return. 

Some courts, in an excess of liberality, permit a partner to deduct the full 
amount of any partnership expense which that partner has paid.** The argu- 
ment might be made that the scope of the partner’s business embraces the 
whole expense or that, in any event, the partners have the power to appor- 
tion expenses largely as they see fit.§* 


PAYMENT OF ANOTHER’S DEBT 


In most of the situations heretofore considered, a taxpayer has sought to 
deduct a current operating expense. In some cases, however, a taxpayer may 
seek to deduct payment of a debt previously incurred by another. The pur- 
pose of the payment is usually to protect the taxpayer’s good will,®* main- 
tain his credit,’® or sustain his source’ of supply.® 

In the leading case of Welch v. Helvering ® a deduction was denied to the 
former officer of a bankrupt corporation who paid the corporate debts in 
order to perfect credit for his own similar business. Judge Cardozo found 
the expense related to the taxpayer’s business and, further, necessary to the 
business. The expense, however, was not ‘‘ordinary.’’ Although laudable, 


81 I.R.C. § 6031. 

82 Dwight Ward, 20 T.C. 332 (1953). 

83 O.D. 947, 1921-4 Cum. BULL. 137. 

84 Maurice Winger, 6 B.T.A. 945 (1927); E. R. Goold, 8 TCM 2 (1949). 

85 Flood v. United States, 133 F.2d 173 (1st Cir. 1943). 

86 Edward Pierce, 18 B.T.A. 447 (1929) ; Dwight Ward, supra note 82, but see dissent 
of Judge Hill. 

st LLR.C. § 704(a). 

88 Dunn & McCarthy, Inc., 139 F.2d 242 (2d Cir. 1943) ; Seruggs-Vandervoort-Barney, 
Ine., 7 T.C. 779 (1946). 

89 Welch v. Helvering, supra note 12; Reimers Co. v. Comm’r, 211 F.2d 66 (2d Cir. 
1954). Several cases involve payments for insolvent banks to protect the general credit 
structure. First National Bank of Skowhegan, 33 B.T.A. 876 (1932); Robert Gaylord, 
41 B.T.A. 1119 (1940). 

90 Giurlani & Bro., Inc. v. Comm’r, 119 F.2d 852 (9th Cir. 1941). 

91 290 U.S. 111 (1933). 
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such a ‘‘voluntary payment’’ was not customary and, therefore, it was in 
a ‘‘high degree extraordinary.’’ °? The Board of Tax Appeals had held 
the payment involved purchase of good will,®* a capital asset, and Judge 
Cardozo agreed. 

‘‘Ordinary”’ is a variable, and as the courts emphasize, whether or not a 
transaction is ordinary is tied stoutly to the facts in each case.** The asser- 
tion that a ‘‘voluntary’’ outlay is eo ipso extraordinary goes too far. In some 
courts Judge Cardozo’s finding that a voluntary payment was not an ordi- 
nary expense has been raised from a conclusion based on special facts to a 
maxim.® It has been emphasized in the Tax Court and in several circuits, 
however, that many deductible expenses do not rest on any legal obliga- 
tion.®* Voluntary expenses are not outside the pale of deductibility. 

The Welch case according to these courts holds only that a payment to 
establish a good credit rating is, in effect, a payment to acquire a capital 
asset. If another’s debt is paid not to acquire good will or a credit rating 
but merely to protect existing good will or credit, the Welch rationale does 
not apply.®? Deductions, accordingly, have been allowed when the facts have 
been almost entirely congruent with those in the Welch case.*® The Commis- 
sioner in a recent examination of the problem % has followed precisely such 
an analysis. Under such an approach disallowance occurs only when the pay- 
ment is for the purchase of a capital asset; mere payment of another’s debt 
and benefit to another taxpayer is no bar.. 


CoNCLUSION 


A payment is deductible when it is an ordinary and necessary expense of 
the taxpayer’s business. A stockholder is not in business but employees, cor- 
porate officers, Government officials, and partners are clearly in business. 
The Commissioner has argued, and many courts have agreed, that payments 
which are made for another’s benefit or in satisfaction of another’s debt 
may not be deducted although incurred in the business of the taxpayer. Ex- 


92 Id. at 112. 

93 Thomas Welch, 25 B.T.A. 117 (1932). 

94 Welch v. Helvering, supra note 12, at 113. 

95 Wallingford v. Comm’r, 74 F.2d 453 (10th Cir. 1934); Friedman v. Delaney, 171 
F.2d 269 (1st Cir. 1948); W. A. Dallmeyer, supra note 63. 

96 Edward J. Miller, 37 B.T.A. 830 (1938); Ray Crowder, supra note 18. See Note, 
Is the Voluntary Payment of Another’s Obligation Deductible as an ‘‘Ordinary and 
Necessary’’ Expense Under I.R.C. Section 23(a)(1)?, Wis. L. Rev. 563 (May, 1950). 

97 Deductions were allowed for payment of another’s debts to protect credit and 
good will in the following cases: Scruggs-Vandervoort-Barney, Inc., supra note 88; 
Heller & Sons, Inc. 12 T.C. 1109 (1949) ; Hamburger Co., 8 TCM 780 (1949); McGee v. 
Nee, 113 F.2d 543 (8th Cir. 1940); Dunn & McCarthy, Inc. v. Comm’r, supra note 88; 
Catholic News Publishing Co., 10 T.C. 73 (1948) ; United States v. E. L. Bruce Co., 180 
F.2d 846 (6th Cir. 1950). 

98 Heller & Sons, Inc., supra note 97; Hamburger Co., supra note 97; Scruggs-Vander- 
voort-Barney, Inc., supra note 88. ’ 

99 Rey. Ruling 55-332, 1955-1 Cum. Buu. 320. 
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penses, it is maintained, are ‘‘properly’’ deductible by only one of the two 
related entities. The theory is vulnerable both on policy and statutory 
grounds and, in fact, although often advanced, it has caused disallowance of 
few deductions. 
ArTHuR J. LEMPERT * 
* A member of the California and New York Bars. 








Book Reviews 


FEDERAL EstaTE AND Girt TaxaTION, CASES AND MATERIALS. By WILLIAM 
C. WARREN AND STANLEY S. Surrey. Brooklyn: The Foundation Press, Inc., 
1956. Pp. xxvi, 978. $9.50. 


This is the third edition of a book which is good for teachers and students ; 
it also belongs in a practitioner’s reference library. Such union of utilities 
ought not to be rare, but it is. 

The authors are not content merely to describe the estate and gift tax 
changes that were effected by the 1954 Code. Skillfully, they present ex- 
cerpts from the American Law Institute proceedings, and the debate con- 
cerning provisions of the Institute’s Income, Estate and Gift Tax Statute, 
Tentative Draft No. 10, as well as other material, illustrating how legislation 
is shaped. By such devices they show not only why but how words are 
omitted from or inserted in the Code. One learns more about how the pro- 
ceeds of life insurance should or should not be taxed by reading the very 
words used by the debaters than by studying a dry analysis of arguments. 

By this and similar devices the book satisfies the essential requirement 
that a student should learn not only what the law is as of the moment, but 
how it has become what it is and what it is likely to become via tomorrow 
morning’s interpretation and construction. 

It has been suggested that estate and gift taxation belongs in an under- 
graduate curriculum because the subject, properly presented, offers good 
material for toughening a student’s mind. ‘‘ Transfers not complete until the 
transferor’s death’’ is often mentioned as the most challenging topic for 
such purpose. This challenge the authors meet successfully. There are charts 
showing the application of estate, gift, and income tax provisions of the 1954 
Code to twenty-six different specific dispositions 1 and illustrating the legis- 
lative and judicial development of sections 2036 and 2037.7 

When I speak of the usefulness of the book for practitioners as well as 
teachers and students, I have in mind the various charts in the book, the 
originality with which they and the underlying analyses are presented, and 
the skillful selection and collation of extracts from all sorts of legal and 
non-legal source material. The authors’ decisions as to which judicial opin- 
ions should be reproduced in full and which should be digested were sound. 
It took much industry and imagination to sift so much good material out of 
the mounds of available stuff and to confine the selections within the covers 
of a book no larger than this. 

Some may complain that too much has been ‘‘laid out’’ for students; that 
a case book should be more cryptic, with unanswered ‘‘puzzlers.’’ But there 


1 Pp. 394-400. 
2 Pp. 457-461. 
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is a plentitude of provocative material, presented in a provocative manner, 
and while other casebooks may pose riddles, there are sufficient sharp ones 
here. 

I am a little unhappy about the book’s emphasis on ‘‘estate planning.’’ I 
would have been happier if the authors had confined themselves to ‘‘tax 
planning.’’ The authors reprint Professor Lowndes’ observations about the 
distinctions between tax planning and estate planning and what estate plan- 
ning should be.* But then, having recognized the distinction, the authors 
seem to ignore it, and it is ‘‘estate planning’’ all the way. 

The most dramatic tax results of estate planning, the ones most attractive 
to clients, are in respect of income taxes, not in respect of estate and gift 
taxes. In the 1955 edition of the authors’ companion volume on income taxa- 
tion, one will not find the expression ‘‘estate planning.’’ Yet in that volume, 
family income tax planning is covered as comprehensively as is family estate 
and gift tax planning in this book. I wish that the authors had eschewed the 
expression ‘‘estate planning’’ when they were compiling this volume. 

Obviously, no subject can or should be presented in vacuo. Estate and gift 
tax problems arise more often than not in the course of advising clients as 
to tax consequences of proposed steps, and it is desirable to present the prob- 
lems as they arise in actual practice. But the problems involve much more 
than tax-planning. 

Some tax specialists recognize their lack of experience with problems aris- 
ing in the administration of estates and trusts, the application of rules con- 
cerning future interests, powers of appointment, and accumulation, their 
unfamiliarity with the general problems of the interested parties, and their 
inexperience concerning the language of wills and trust instruments. Such 
tax specialists do not draft wills or trusts and advise only as to the tax con- 
sequences of instruments which are presented to them. Perhaps this may be 
going too far in one direction. I do not suggest that one should go all the 
way in the opposite direction—only to listen to the tax expert carefully and 
then request him to leave the room while the big decisions are made and the 
instruments are drafted. I suggest only that if war is too important to leave 
to generals, estate planning is too important to leave entirely to tax special- 
ists.* 

It is important for society, as well as for the Bar, that the lawyer’s tradi- 


3 P.858; Lowndes, Introduction to Tax Planning for Estates, 27 N.C.L. Rev. 2 (1948): 

**Tax planning must be distinguished from estate planning. Estate planning embraces 
all of the necessary steps involved in making a wise and prudent disposition of an estate. 
Tax planning is limited to one aspect of estate planning: keeping taxes connected with 
the disposition of the estate at a minimum. Although a sound tax plan is an integral part 
of a sound overall estate plan, tax considerations should never be allowed to dictate the 
disposition of an estate.’’ 

4 One of the evils that results from thinking about taxes exclusively is the uninformed 
and unskilled use of ‘‘maximum marital deduction clauses,’’ without awareness that 
frequently there are better methods. Leaping in the Dark: More Adventures with Marital 
Deduction Formulae in PROCEEDINGS OF REAL PROPERTY, PROBATE AND TRUST Law SEc- 
TION, A.B.A. (1954), reprinted in 93 Trusts & Estates (1954). 
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tional role as family adviser be restored to him. Lawyers will not regain that 
role if their estate planning does not differ from the tax planning that is 
offered by the usual run of ‘‘estate planners.’’ Much of what passes as estate 
planning is attributable to fascination with taxes and nothing but taxes. Out- 
witting the Commissioner of Internal Revenue is part of the game, but that 
is not the goal. The authors illustrate this point very well when they discuss 
gifts of life insurance policies.5 Any really worthwhile consideration of 
estate planning must be full of such points, and I think it is dangerous to 
talk about estate planning without full emphasis on the dangers of over- 
planning, especially over-planning in respect of taxation. 

The tone of this book is high, and in the treatment of policy considerations 
the Government’s as well as the taxpayer’s interest is presented fairly. There 
is much good material on the social aspects of inheritance and estate and 
gift taxation and the duty of tax advisers. 

I am sure that my criticism of over-emphasis on ‘‘estate planning’’ could 
be balanced by proper de-emphasis in the classroom; and my single com- 
plaint does not diminish my admiration of the book. 

JOSEPH TRACHTMAN * 


5 P. 547. 
* Member of the New York Bar and Adjunct Professor of Law at New York University. 


FeperAL Tax Practice. By Laurence F. Cassy. Chicago: Callaghan & 
Company, 1955. Four Volumes. Pp. 1903. $80.00. 


This is a work of major dimensions which should prove useful not only to 
tax specialists but to many others as well. It behooves the reviewer to con- 
centrate on acquainting the reader with the range of its content and to dis- 
pense with the usual procedure, which Stephen Potter has so well described 
as Reviewmanship or ‘‘How to be one up on the author without actu- 
ally tampering with the text.’’ This is no place for the yes-but approach, 
for hints that this or that might have been treated more fully or clearly, or 
for other detailed criticism which a reviewer can always advance with im- 
punity in any work of this size. 

This is all the more so where it becomes evident, as, in my opinion, it 
surely is here, that the full strength of our critical powers should be trained 
on the subject-matter—our very curious system or systems for handling fed- 
eral tax controversies. I shall make some efforts to demonstrate this after 
first describing what Mr. Casey has given us. 

Lawyers, whose task it is to deal realistically with substantive legal rights, 
need no persuading that the mechanics of their enforeement—summed up 
by such terms as ‘‘ procedural’’ or ‘‘adjective’’ law—are of vital importance. 
The adjective law of any mature legal system which handles a large volume 
of controversy inevitably develops into a corpus of statutes, case-law, court 
rules, and going practices, which is bulky, technical, and complicated. 
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However, this is true to a most extraordinary degree of the present pro- 
cedures for dealing with the determination and collection of federal taxes, 
particularly income, estate, and gift taxes. Trying to explain why this is so 
could be a lengthy task, but several thoughts spring readily to mind. 

First and most obvious perhaps is the sheer volume of questions of fact 
and law that arise each year in the realm of federal taxes. As we know from 
experience elsewhere—for example, if we look to the background of work- 
men’s compensation laws and to the auto cases that glut our state courts— 
traditional legal systems and procedures which work satisfactorily under 
ordinary conditions can break down when subjected to abnormal pressures. 

Secondly, it is a government which is one of the parties to a tax dispute, 
and several things flow from this. Controversies cannot be settled in any 
such simple fashion as is possible between two private parties. Big imper- 
sonal organizations, whether government or private, are bound to develop 
complicated procedures—commonly summed up as ‘‘bureaucracy’’—which 
involve much checking, double-checking, and buck-passing ; long experience 
teaches us that private parties may influence a government to give its money 
away improperly; and so it is that the government does not settle tax dis- 
putes without getting several people (or offices) on the note. 

We reach further back in history to see also that the needs or pres- 
sures of the national fisc and the traditional immunity of the sovereign have 
presented special problems over the years and have bred special rules and 
procedures—some quite drastic—many of which long antedate the income 
tax and some of which have a truly ancient lineage. While many new pro- 
cedures and mechanisms have been added from time to time in the tax field, 
little of the old gets thrown away. We have, for example, carefully preserved 
the suit for refund against the Collector (now Director) of Internal Rev- 
enue, although it has become about as necessary as the vermiform appendix. 
While comprehensive review and revision are singularly needed, they have 
been strangely and singularly absent. 

Whatever the reasons we may assign, the fact remains that we have a ju- 
dicial system—or rather several such systems—which is most strange and 
complex, a vast apparatus for what might be called administrative litiga- 
tion, and a great array of special procedures for the assessment and collec- 
tion of taxes. 

I have often felt, both in private practice and on the Government side, 
that a comprehensive treatment of all these matters would fill a great need; 
and that many others, including, one suspects, members of the judiciary, 
must have entertained the same wish. It appears that a real contribution 
to this end has now been supplied with the publication of Mr. Casey’s work, 
both for its collection and analysis of materials on a host of legal problems 
and for its practical value as an aid in handling particular cases. To be sure, 
there have been numerous shorter works, articles, and portions of texts and 
tax services over the years, many of which have performed and still per- 
form a valuable function, but nothing exists which is so inclusive in scope 
as this treatise. 
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Another fortunate circumstance in the publication of Mr. Casey’s work is 
its timing. This permits a full and detailed description of the various of- 
ficials and offices, and their function and authority, within the main admin- 
istrative agency—long the Internal Revenue Bureau and now the Service— 
after much of the dust has settled following the turbulence of reorganiza- 
tion which commenced in 1952. It also permits integration into the text of 
changes made by the 1954 Code, as well as the 1954 amendments to the 
Judicial Code. The 1954 amendments in the area of procedure tend to be 
overshadowed by the more extensive changes in substantive tax law. But as 
we turn the pages in Mr. Casey’s work, we are reminded that the procedural 
changes were rather numerous and can often be important. 

The scope of the field with which the author deals is hardly disclosed by 
the title Federal Tax Practice, though one is hard put to it to think of a 
better short one. Further illumination is supplied by the subtitle A Treatise 
of the Laws and Procedures Governing the Assessment and Litigation of 
Federal Tax Liabilities. But even this does not tell the whole story. To be 
sure, the details of litigation in the various alternative trial courts—Tax 
Court, District Courts, and Court of Claims—and through the Courts of 
Appeals are covered at length, with the fullest treatment, appropriately, 
given to Tax Court proceedings. 

First, however, we are taken on a tour of the rather elaborate administra- 
tive procedures for examination and review through which the vast majority 
of tax questions are disposed of. Mr. Casey properly recognizes the vital role 
of the examining agent. As he says, ‘‘The examiner is the trier of facts, in 
the first instance.’’ And the importance of the final, so-called ‘‘appellate’’ 
review within the Service is reflected in the separate chapter devoted to 
the Appellate Division. In the discussion of administrative ‘‘settlements’’ 
we find, of course, one of many reminders of how so many features of 
procedural tax law are not what they might seem to be. Most so-called 
settlements do not conform to the statutory pattern of legally binding 
agreements; and the question of when they do or do not foreclose further 
litigation is itself a vexing problem which has generated a good deal of 
case law. 

Nor does the word ‘‘assessment’’ fully describe the balance of the subjects 
which the author takes up. There is an early chapter on Assessment Pro- 
cedures which, incidentally, will reveal to many who are not specialists that 
they never really understood the meaning and technical ramifications of the 
simple-sounding word ‘‘assessment.’’ It also deals with summary procedures, 
including jeopardy assessments, and the role of injunctions in tax matters. 

But there is much beyond this. The importance of the various statute of 
limitations provisions is reflected by their treatment in a special chapter, 
as well as elsewhere. (One accustomed to other courts may be surprised to 
find how important it can be in the Tax Court to raise the question at the 
outset. ) 

Also, we find nearly a volume appropriately devoted to matters of collec- 
tion or enforcement of tax liabilities. Here perhaps more than anywhere else 
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we are reminded of how numerous, detailed, and complex are the provisions 
and procedures of adjective tax law. In the chapter headed simply Collec- 
tion we encounter all manner of things, such as extensions of time for pay- 
ment, statutory compromises, interest and penalties, levy and distraint, sei- 
zure of property, bankruptcy and receivership procedures, suits for col- 
lection, and remedies of third parties. In addition, special areas relating to 
enforcement and collection are treated at length in chapters on Transferee 
and Fiduciary Liabilities, and Priorities and Liens. There must be few, if 
any, tax specialists who feel secure in their knowledge of these matters. And 
many others, including those representing creditors or searching title rather 
than handling tax cases, would find aid or comfort here, even though at 
times it would be only the comfort of knowing that others, including the 
courts, have been somewhat confused. 

Finally, the growing volume of civil fraud proceedings is recognized in 
a chapter which includes a discussion of the burden of proof and of methods 
of indirect proof, such as net worth increases, bank deposits, and ‘‘mark- 
up.’’ Criminal tax fraud proceedings as such are not within the area staked 
out by the treatise, but the author puts us on notice of their relationship to 
civil fraud matters, especially in indirect proof cases. 

Treating as it does such a broad range of problems, it is no surprise to 
find that several thousand court decisions are cited, discussed, or analyzed 
in this treatise and that there is a copious collection of statutory material 
and administrative and judicial rules, rulings, and forms. 

This work can also operate helpfully as a ‘‘how to’’ book. We find in the 
collection of ‘‘forms’’ which follow each chapter not only the major forms 
of the Revenue Service one encounters in practice, but also copies of a wealth 
of well-selected material—petitions, motions, unpublished court orders, ete. 
—which show how leading practitioners have handled many problems of 
pleading and practice. This feature alone should prove helpful and con- 
venient to many, especially, of course, to that great majority who do not 
have frequent tax litigation. One might point particularly to forms showing 
the use that has been made of motions for further and better statement be- 
fore the Tax Court, especially in civil fraud net worth cases. As the author 
emphasizes in the text, such motions, having the nature of bills of particu- 
lars, represent a vital aspect of Tax Court practice where pre-trial examina- 
tion procedures found in most other courts are not available. 

In addition, the author serves, like a number of previous writers, as a 
friendly and experienced guide through the mazes and around the pitfalls 
which lie between the start and the end of a tax controversy. These are 
numerous indeed; and the more one thinks about them, the more one is 
tempted to say the author plays Vergil to our Dante through a legal Inferno. 
There are many crossroads along the way. Which path should we take? 
Should we rap on each successive door in the Revenue Service in the hope 
of finding a better reception? Or should we by-pass some of them to get 
a quicker day in court or perhaps a more realistic atmosphere for settle- 
ment? And which court? Should we litigate in the Tax Court, as most do? 





1956] BOOK REVIEWS 451 


Or should we pay first and litigate later in another forum? And if it is to 
be the latter course, should the suit for refund be brought in a District 
Court or in the Court of Claims? These are samples of the alternatives 
which may present themselves, as to which an intelligent choice must be 
made. 

Obviously, there is no single answer. It depends on the circumstances of 
the particular case. But the author tells us—as others have done—the factors 
to consider. For example, do we need the use of the money in dispute, 
which we can keep only if our forum is the Tax Court? Do we want a jury, 
which we can get only in a District Court? Do we wish to preserve the possi- 
bility of Court of Appeals review, which is lost if we go to the Court of 
Claims? Above all, in which court does one find the most favorable trend 
of decisions on the substantive issues ? 

The last question calls for pause. It illustrates, of course, how intertwined 
are the substantive and adjective sides of tax law. But it does more than 
that. It should prompt us to ask what kind of strange legal world this is, 
where we find different courts dealing with the same questions of ‘‘law”’ 
but using unaccountably different procedures and dispensing answers that 
are sometimes different. Our brethren from other fields of law might raise 
their eyebrows and remind us that the old game of forum-shopping between 
state and federal courts was rather curtailed some years ago by the Supreme 
Court in Erie v. Tompkins. Is it true that forum-shopping is still part of the 
tax game? Is there a kind of Gresham’s Law which has tended to drive 
certain issues in one direction—for example to push family partnership 
cases away from the Tax Court? 

Our answer could not be wholly negative, although, as Mr. Casey reminds 
us, there is case-law authority that taxpayers may not come into court and 
then get permission to leave on discovering too late that they should have 
taken their trade elsewhere. But note here how treacherous it is to describe 
the defects of the tax law and its curious workings! Faults which may seem 
glaring by themselves may tend to neutralize one another. The very fact 
that the substantive law is uncertain on many points places practical limits 
on the usefulness of forum-shopping. 

Viewing as a whole this special legal world which Mr. Casey has tried to 
help us live with, we must also conclude that the curious system of com- 
peting trial courts—Tax Court, District Courts, and Court of Claims—is 
only one of many things we would find hard to justify, or even explain, to 
the outside observer. Numerous examples come to mind as we read through 
Mr. Casey’s work. 

For example, consider jeopardy assessments. While we have elaborate nor- 
mal procedures for protecting the rights of the Government and of tax- 
payers through overlapping courts, we have also armed the Commissioner’s 
helpers with a meat-axe which they can wield at will. They need only say 
they think jeopardy exists; and the courts have not forced them to say why. 
With such enormous power of assessment, lien, and levy, it is no wonder that 


there are growing protests of its apparent abuse. 
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After the foregoing was written, the extent of these powers was dramati- 
cally made known to the general newspaper public through the seizure by 
the Revenue Service, on March 27th, of offices of the Daily Worker and 
Communist Party in New York and several other cities. This action stirred 
reporters and editorial writers to ask numerous questions of fact and policy; 
and various types of criticism or doubt were voiced by newspapers and 
others, including the Director of the American Civil Liberties Union. The 
Commissioner indicated that the action, in conformance with the decen- 
tralization policy, was originated by a Director in New York City and was 
not known in advance to Washington headquarters. On the facts so far 
disclosed, this seems to offer the clearest basis for criticism. It raises in 
extreme form the general question whether decentralization has been carried 
too far. Incidentally, Mr. Casey’s efforts to describe jeopardy assessment 
procedure permitted him no confident conclusion whether decentralization 
had destroyed Washington control and supervision, though the published 
pronouncements seemed to suggest it had not. It seems difficult to disagree 
with Mr. Casey’s opinion that Washington review of such drastic procedures 
is desirable. 

Or consider record-keeping and the statute of limitations. There is a six- 
year statute of limitations on prosecutions for tax fraud. On the civil side— 
for redetermining tax liability—there is the general three-year statute and 
a six-year statute where as much as 25 per cent of gross income is omitted 
from the return. But as to any year where an inference of fraud is drawn, 
there is no period of limitations, a condition of things normally associated 
only with the crime of murder. As against this, the tax law tells us to main- 
tain records, but it does not tell us how long to keep them. It is generally 
said we should keep them for a reasonable time; and no one seriously 
argues this means more than six years. Indeed, in recent times the Revenue 
Service has apparently been using six years as a rough rule-of-thumb in its 
program for destroying returns to save storage expense. Yet it is quite 
common these days to pick up reports of cases where the Commissioner has 
asserted civil fraud penalties and tax liabilities going back to the early 
1940’s. This general problem has gained the attention of the Tax Section 
of the American Bar Association, which has been considering proposals for 
a six-year statute. 

Then, when we turn to Mr. Casey’s chapter on Priorities and Liens we 
find some more astonishing things. We have the Government’s priority, un- 
der section 3466 of the Revised Statutes, which goes back to the early days 
of the Republic; we have a general federal tax lien, now found in section 
6322 of the 1954 Code, which traces back to an Act of July 13, 1866; and 
we have the provisions of the bankruptcy law. The net result can hardly 
be considered a satisfactory state of affairs. Here are a few quotations from 
Mr. Casey’s effort to describe this area: 

Even after a statutory span of nearly 160 years, the scope of the Section 
3466 priority is still not clearly defined, and Government counsel continue 
to press the claim that such priority overrides specific perfected liens. . . . 








1956] BOOK REVIEWS 453 


The Government has repeatedly endeavored, thus far without success, to 
apply the Section 3466 priority to the assignment of preferences among com- 
peting liens in a bankruptcy proceeding. .. . 

The disparity in treatment accorded unpaid federal taxes in a state court 
receivership, on the one hand, and a bankruptcy proceeding, on the other, 
is rather remarkable. 


But this is enough of examples to suggest the wide variety of problems de- 
serving attention. We will have plenty to think about if we concentrate our 
attention on our system of courts for handling federal tax controversies. 
For, when we look more closely at the alternative courts for trial of tax 
cases, we see even more than the curious fact that three systems exist and 
that they have different features of procedure and jurisdiction which are 
hard to explain rationally. The District Court route makes quite a story in 
itself. In fact, it is quickly seen that this is not one route but two: there is 
the suit against the United States, and there is the suit against the Director 
(formerly Collector) of Internal Revenue. 

History is a necessary aid to understanding how this could be. As Mr. 
Casey notes, the latter type of suit is our most ancient procedure for tax 
litigation, going back over a hundred years and serving as a useful fiction 
in the days when no provisions existed for permitting suit against the 
United States. Later on in the last century, statutory authority for suits 
against the United States was enacted, but District Courts were vested with 
jurisdiction thereof only where the amount claimed did not exceed $10,000. 
In 1954 Congress removed the jurisdictional amount limitation and ex- 
tended jury trials to suits against the United States in District Courts. The 
effect, as Mr. Casey points out, is to remove the main differences between 
the two types of District Court suit. Yet the ancient suit against the Collec- 
tor was not discarded, and some formal differences still remain which Mr. 
Casey is required to describe for us—differences as to allowance of costs, 
venue, permissible counterclaims, and perhaps to mode of service of process 
and time for appeal. 

Thus, as one observes the history of our tax litigation system, it is seen 
as a long evolutionary process. But it is not evolution as Darwin conceived 
it. We see nothing like survival of the fittest. Here everything seems to 
survive. 

While Mr. Casey’s work at many points can stimulate serious questioning 
of things as they are, this course is certainly not urged upon us by the 
author. He has not set about to provide a critique or appraisal of the work- 
ings of our tax system in any broad or institutional terms. To some few this 
might prove disappointing. But he was probably wise not to make the at- 
tempt. Ambitious enough for practical purposes was his evident aim of pre- 
paring, within realistic time limits, a detailed anatomy of our procedural 
tax system to help us accommodate ourselves to it and make the best of a 
difficult situation. 

Still, when we stop to consider why Mr. Casey’s work aims to serve a 
great practical need, we can hardly help wondering about our procedural tax 
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institutions and how well or poorly they serve us. And the more one pon- 
ders, the clearer it should become that they are over-ripe for comprehensive 
review. 

This becomes all the clearer, so it seems to me, if we ask ourselves how we 
would describe the general scene—particularly our court system—to a 
totally uninformed person of real critical intelligence. And we could really 
drive the point home if we assume it is the shade of Jeremy Bentham. How, 
in general, would we approach such a description ? 

We might perhaps begin by saying that the substantive law of federal 
taxation, with its incidence enormously widened in the past fifteen years, 
has come to put tremendous strains on the procedural machinery. The sub- 
stantive tax law must surely exceed in bulk, complexity, and rate of growth 
anything ever known before in recorded legal history. This seems true also 
of each of the major ‘‘sources’’ of law: the legislative product, the Internal 
Revenue Code, amended almost every year in the past fifteen; reported 
court decisions in vast numbers; and a host of administrative pronounce- 
ments of many varieties and under many names, past and present—regula- 
tions, revenue rulings, unpublished rulings, mimeographs, circulars, and a 
venerable array of things still on the books and called by such names as 
I.T., G.C.M., A.R.M., etcetera. Whatever source of law one may think of, 
tax law seems to have the most. Court decisions which make up the general 
lore on interpretation of statutes will frequently be found to be tax cases. 
And anyone studying the role of precedent and shifting trends of case-law 
decision would find that the tax law provides something like the fruit fly 
which is so precious to the genetecist. Trends, which would take decades to 
develop in other fields, move so fast in. the tax law that the problems can 
shift while you are still trying to find out what they are. And so it is under- 
standable that we find in Mr. Casey’s treatise quite appropriate advice that 
there may be times when it is wise to by-pass some administrative proceed- 
ings in the Revenue Service and get to court quickly while favorable deci- 
sions are still alive. 

Then, we would have to point out that the numerous uncertainties of 
substantive tax law which are always with us aggravate, and are aggra- 
vated by, many points of what we call procedure. The system of competing 
trial courts is, of course, a major factor. But if all trials were brought in 
the Tax Court, we would still be a long way from home. For appeals from 
the Tax Court may go to any of the eleven Courts of Appeals. Indeed, 
sometimes the same question is taken to two or more Courts of Appeals, as 
where a corporate transaction involves shareholders in more than one Cir- 
cuit. There are always some current questions on which these courts have 
taken different views and many more on which some of them have not 
spoken, or have not spoken clearly, or have not spoken recently enough to 
reflect, let us say, a trend in the general area or the radiations of a possibly 
relevant Supreme Court decision. 

As a practical matter, Circuit Court decisions are the highest point we 
normally reach. The Supreme Court seems hardly able to handle more than 
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a half dozen civil tax cases a year. Conflicts between Circuits take years to 
develop and even then carry no guarantee of Supreme Court review. Time 
also can easily wither what might otherwise seem the importance of a ques- 
tion decided by a Circuit Court: intervening legislation may have restricted 
its relevance to past years. 

All this contributes to another feature of our world of tax law which 
would astonish the inquiring observer. That is the rather limited respect 
which is paid to court-made law. To be sure, the rare pronouncements of 
the Supreme Court are studied with a fervor which must sometimes em- 
barrass the author of dictum that was not too closely analyzed when it was 
written. And all judicial opinions, high and low—even those the courts 
think unworthy of inclusion in their official reports—are reproduced by the 
tax services and rushed to their eager subscribers. It is vital to a tax man 
to get these opinions and try to absorb them. 

But they must be taken with several grains of salt. First, let us consider 
the status of a Tax Court decision. If the case is lost by the Commissioner, 
it may be appealed or it may not. If not appealed, it may be followed by 
the Revenue Service or it may not. The attitude of the Service is usually 
made known, though not always with clarity, by an announcement that it 
‘‘aequiesces’’ or ‘‘nonacquiesces’’ in the decision. The Service also finds 
ways, though with less regularity, to tell us whether it will follow a Circuit 
Court decision. All this is not said critically. The Commissioner, like every- 
one else concerned with tax law—the taxpayer, the tax bar, the courts, and 
Congress—is to a large extent the victim of circumstances, trying to make 
the best of a world no one in particular ever made. 

The position of the Tax Court is curious indeed. One must first recognize 
that it is a court and it is not a court. It is called a court, it acts like a 
court, and it is in substance our leading tax tribunal, though no more so 
than in the days before 1942 when it was called the Board of Tax Appeals. 
It handles the great majority of tax trials, and its views are accorded special 
respect, which is understandable in view of the fact that the Tax Court is 
bound to develop special familiarity with its single subject-matter. But, 
unlike the District Courts, the Tax Court is not the kind of court referred 
to in Article III of the Constitution. Its judges do not have life tenure; 
they are the creatures of Congress, existing by virtue of Article I. Yet their 
power and influence are surely greater in the tax field than those of a 
District Court judge. The latter is bound by decisions of the Court of Ap- 
peals in his Circuit. The Tax Court, on the other hand, may be reversed by 
a Circuit Court, and that may conclude the case but not the point of law. 
For the Tax Court need not follow the Circuit Court in the next case that 
comes along! 

Reported judicial conclusions supposedly serve two functions: (a) they 
settle a particular controversy and (b) they set forth a statement of the 
reasons, which operates as a ‘‘source’’ of law, providing guidance for the 
future—guidance to those trying to arrange their affairs on the basis of 
the possible legal results, guidance to any Government agency charged 
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with applying the particular law, and guidance to other courts, especially 
lower courts. This second function has substantially withered, to say the 
least, in the tax field. It has indeed been demonstrated that we can get along 
quite well without it. New legislation comes so often that much must be done 
without benefit of judicial gloss. In fact, we have lived through two very 
complicated excess profits tax laws in recent years which have come and 
gone before a body of case-law could develop. 

This of course oversimplifies the matter. We know that judicial decisions 
do play a real part in the efforts of taxpayers’ counsel and Government 
officials to apply the tax statute, even though it is hard to explain just how. 
A mass of concurring decisions by different courts surely carries great 
weight. A single decision for the taxpayer can become the law if the Com- 
missioner announces that he will follow it, though of course not in the 
many situations where taxpayers can be on different sides of the same ques- 
tion. Apart from this, a single decision, even by the Supreme Court, seldom 
does much to promote certainty in the law. In fact, if we think of landmark 
opinions, the names that come most readily to mind, e.g., Gregory and 
Bazley, are not sources of guidance but warnings that the words of the 
statute may not mean what they seem to say and that substance prevails 
over form, at least sometimes and to some extent. 

If our inquisitive observer should ask how people can conduct important 
affairs (like say, a big security issue) that need real assurance of the tax 
results, we would have to point to a curious and important phenomenon, 
the ‘‘ruling.’’ One can get the Commissioner to issue a so-called ruling 
letter, stating what he thinks is the proper legal result on a given set of 
facts. Indeed, rulings purport to say what the result will be. These are re- 
spected as a practical matter, although like most ‘‘settlements’’ on audit 
they do not usually follow the statutory pattern for legally-binding deter- 
minations. Rulings have come to occupy a vital role in the tax system, 
operating as the functional equivalent of declaratory judgments which, as 
Mr. Casey tells us, are not available to settle questions of tax law. It might 
persuasively be asserted that interpretative rulings and regulations are the 
adhesive tape that keeps the whole structure from falling apart. Of course, 
what this means is that we have more than one brand of tax law. There is 
the traditional type, involving a prediction of how the courts would apply 
the statute. And there is also the rule of law which one can get the Com- 
missioner to endorse. As a practical matter this is often the law that counts. 

While we sometimes hear rumblings from Congress and taxpayers that 
the Revenue Service does not always interpret the tax law as Congress in- 
tended, there is general recognition that interpretative rulings and regu- 
lations serve a useful purpose. One concrete example of this recognition war- 
rants special note. For over thirty years the tax statutes have granted au- 
thority to the Commissioner to make changes in his interpretations non- 
retroactive. Thus here, at least, we see an enlightened and civilizing element 
—the principle often associated with Great Northern Ry. Co. v. Sunburst 
Oil & Refining Co.—which curtails the well-known inequities that flow from 
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the nature of traditional judge-made law: its retroactive operation based on 
the fiction that judges do not make law but only apply it or reveal the out- 
ward form of what has been its inner meaning all along. Perhaps some might 
ask if we do not see illumined here one respect in which traditional legal 
methods and procedures are not adequate to the needs posed by our tax 
system. 

Parenthetically, we may note that the importance of interpretative 
rulings and regulations has its ironical aspects. Distrust of administrative 
power is a major reason for the fact that we have such a detailed and 
complex tax statute and probably also for the careful preservation of so 
many different ways for a taxpayer to fight the Commissioner in the courts. 
Yet all this results in large measure in enhancing the power of the Revenue 
Service. There, at least, we can get certainty, if only we are willing to accept 
the Commissioner’s view of the law. 

Our inquiring observer might ask at this point, ‘‘Hasn’t anyone tried to 
do anything about all this?’’ We could truthfully answer that there have 
indeed been some suggestions, and from within the tax bar. There were 
some very thoughtful writings about these matters ten to twenty years ago. 
And one of our most respected tax men—indeed it was Dean Griswold of 
Harvard Law School—suggested that we should have a single Court of Tax 
Appeals. This convinced at least one judge but hardly the bar as a whole. 
Many argue that expertise can be carried: too far; that tax cases often in- 
volve preliminary conclusions on points of non-tax law; and that Cireuit 
Court judges contribute a perspective and flavor which are valuable. In 
short, the matter does not seem to be active at the moment. 

Suppose that our bothersome observer should ask, ‘‘ What are the present 
prospects for a sweeping review of the basic structure, especially of this 
strange system of competing courts?’’ The answer, I suppose, would be that 
they do not seem substantial. In the first place, our heads are still spinning 
from all the substantive changes made in the 1954 Code; and the more we 
study them, the more we wonder whether wholesale revision is worthwhile. 
There is a good deal to be said for not rocking the boat. After all, the present 
system of tax administration as a whole does work, though its structure 
might not seem very esthetic. It may be awkward to work with in many 
ways, but any great change, even when well conceived, means a considerable 
period of disturbance and strain. We might also plead that comprehensive 
review and revision of our system of tax administration is too big a job for 
one or a few experienced tax men to undertake; and they are usually pre- 
occupied with problems of substantive tax law, anyway. 

At this point, if our persistent questioner turned out indeed to be the 
shade of Jeremy Bentham, we could easily imagine his outraged protests. 
‘*Too big a job? Why I sat down with paper and pencil and single-handedly 
took on that whole over-stuffed, jerry-built structure which that fool Black- 
stone had the nerve to hold up as a thing of beauty. And if it’s too big for 
any one of these legal scholars they have nowadays, what about all those 
great organizations we’ve heard about down below? What about these bar 
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associations, law revision commissions, American Law Institutes, and what 
not? What about these fabulous foundations with millions of dollars to help 
people study anything in the world from Greek verse to cattle breeding? 
They even give grants to help people study what I said about Blackstone 
150 years ago. Doesn’t anyone think your whole system of tax administra- 
tion is important enough to warrant some systematic thought? Maybe one 
should go slow on actual reform, but is that any reason for not putting 
some of your best minds to work on a continuing review of what you now 
have ?’’ 

As noted, Mr. Casey introduces no such disturbing questions into the text 
of his treatise. But if he eschews the role of a modern Bentham, so also has 
he avoided Blackstonian praise of things as they are. And no doubt he 
could properly claim a foul if we should object that he has not cleaned out 
the Augean stables or even given us a set of directions for doing so. But 
though he seems not to have intended it, his work does point up the need 
for Herculean labors. In trying to make us equal to living with our present 
system, he has, quite possibly, demonstrated that the system is not equal to 
present-day needs. His evident aim was only to hold every detail and dark 
recess of the system up to the light of day. To some of us it may seem that 
he has shown the system cannot stand it. 

—Cuar.es §. Lyon * 


* Member of the New York and Pennsylvania Bars; formerly Assistant Attorney Gen- 
eral in charge of the Tax Division of the Department of Justice. 
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